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LETTER OF TRANSMITTAL

DeceMsER 23, 1982.
Hon. Hexry S. Reuss,
Chairman, J oint Economic Committee,
Congress of the Umnited States,
Washington, D.C.

Dear Mg, CriarMax: Transmitted herewith for use of the Mem-
bers of the Subcommittee on Monetary and Fiscal Policy, the full
Joint Economic Committee, the Congress and the public at large
are replies received from the Federal Reserve and academic, business
and research monetary economists in response to a questionnaire sent
out August 5, 1982 on “Monetarism and the Federal Reserve’s Conduct
of Monetary Policy.”

The past few years have been hard ones. We have suffered a major
recession. At the same time, inflation has been checked and interest
rates, which skyrocketed from 1977 to 1980, have been greatly reduced.
These developments have set the stage for a vigorous recovery.

Monetary policy has had a major impact on our economic perform-
ance these past few years. No one denies that. Many of the respondents
believe that bad monetary policy was the major factor responsible
for the inflation and skyrocketing of interest rates in the 1977 to 1980
period that made the 1981 to 1982 recession inevitable. They also
believe that the descent from inflation and sky-high interest rates
could have been smoother if the slowdown of money growth that the
Federal Reserve engineered in 1981 and the first half of 1982 had been
smoother. The recession that was set in motion by the surges of money
growth, and thus higher inflation and interest rates, in the 1976 to
1980 period was exacerbated by the exceedingly sharp decline of
money growth after April 1981.

But now money growth is surging once again. Our respondents
wrote before this latest acceleration began. However, with few excep-
tions, their responses indicate they must be concerned about it. Unless
it is stopped, and quickly, we shall find the recovery that I believe is
now underway turning into another inflationary-high interest rate
calamity boom, which ends inevitably in another recession some time
in the mid-1980’s. There is no need for this to happen. Noninflationary
money growth can be achieved, and should be.

The - introductory analysis that follows immediately - after my
August 5, 1982 lefter was prepared by Dr. Robert E. Weintraub,
Senior Economist and typed by Juanita Morgan.

Sincerely,
: Rocer W. JEPSEN,
Chairman, Subcommittee on Monetary and Fiscal Policy. ,
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QUESTIONNAIRE LETTER

CongrEss OF THE UNITED STATES,
Joint Economic COMMITTEE,
Washington, D.C., August 5, 1982.

-————————_: Recently, a number of commentators have suggested
that monetary policy is the principal factor keeping interest rates
high. Tt has been further suggested that this is due to the inherent
weakness of the “quantity theory.” It has been said that if the quantity
of money is fixed, then it stands to reason that inflation and interest
rates will fluctuate based on changes in the demand for money and
the real output of the economy. Therefore, recent changes in the de-
mand for money and in real output which have not been accommodated
by faster money growth are responsible for high interest rates.

These commentators have argued that the Federal Reserve’s policy
is essentially “monetarist” and that this “monetarist” policy is there-
fore largely responsible for high interest rates. They further argue
for a “price rule,” wherein the monetary authorities target the price
level (or some proxy, such as gold or a sensitive commodity index)
rather than the quantity of money itself. Such a policy, it is said, would
cause interest rates to decline.

I would appreciate your comments on these propositions. In par-
ticular, I would appreciate your answers to the following questions:

1. What is “monetarism”?

2. Are changes in the demand for money frequent enough, large
enough, and sufficiently long lasting to vitiate the usefulness of
“Mo?netarist” monetary policy? What about changes in real out-
put?

3. Is it correct to say that the Federal Reserve has been follow-
ing a “monetarist” policy since October 1979 ¢

4. Did implementation of the Credit Control Act in March 1980
interrupt the “monetarist” policy announced in October 1979¢ If
50, how and for how long?

5. If not, then what change actually occurred in October 1979,
and how would you characterize Fed policy since that time?

6. How do you feel about moving towards a “price rule” for
monetary policy ? :

7. To what extent is monetary policy, as currently conducted
by the Fed, responsible for high interest rates, as opposed to fiscal
policy, and what policy changes, if any, should the Fed make to-
day in order to reduce interest rates?

)
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I would appreciate your response to these questions in preparation
for a Joint Economic Committee report on the relationship between
Federal Reserve policy and high interest rates. Your cooperation is
most agpreciated.

incerely,

Roeer W. JepsEn,
Chairman, Subcommittee on Monetary and Fiscal Policy.
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INTRODUCTION

One of the most controversial economic theories of our times is
monetarism. Its hypotheses are not widely understood and often are
misstated badly. And, where the hypotheses are understood and stated
clearly, there is dispute about their validity. Most importantly, there
is dispute about “Monetarism and the Federal Reserve’s Conduct of
Monetary Policy.”

It is widely believed that the Federal Reserve has been “mone-
tarist” in recent years. However, many question that assessment. And
both sides ask how effective (or destructive) the Fed’s brand of mone-
tarism (or non-monetarism) has been, and whether different ap-
proaches (more or less monetarist) to ending inflation and achieving
reasonable interest rates and full employment should be adopted than
the ones that have been followed.

To shed light on these issues, a questionnarie was sent to eminent
experts in monetary economics. Some chose not to respond. The replies
of those who chose to respond are printed in full in this Compendium.
The responses are divided into two groups. The first group consists of
answers that were given to the specific questions that were asked. The
second group of responses consists of pertinent statements that were
submitted for the record either to supplement answers to the question-
naire or in lieu of them.

Highlights of respondents’ views are summarized below. The sum-
mary covers respondents’ views on “What Is Monetarism?,” “Is the
Demand for Money Stable Enough for Monetarist Policy To Be Fol-
lowed ?” “What Problems Do Changes in Real Output Raise?”
“Monetary Policy From October 6, 1979, Until Now,” “Does a Price
Rule Make Sense ¢”” “What About Targeting Nominal GNP Growth%”
and “Is the Fed Responsible for High Interest Rates?” The sum-
mary is intended as an introduction. It does not capture the range and
richness of respondents’ views. That can be done only by reading them.

Wuar Is MoNETARISM ?

From the respondents we learn that monetarists believe and hy-
pothesize the following:

1. In mixed private-public economies, including the U.S. economy,
the private sector is inherently stable. It reacts constructively to ex-
ogenous disturbances that create unemployment and production short-
falls. Recessions will not persist, or grow into depressions, in the
absence of destabilizing monetary and other government policies.

2. Changes in money growth are a major determinant of current
dollar or nominal Gross National Product (GNP) growth. However,
they are not the only determinant of nominal GNP growth. Stated in
statistical terms, monetarists do no¢ hypothesize that regressions that
fit, for example, yearly percentage changes in nominal GNP to yearly
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percentage changes in M1 will produce R? values equal to unity. What
they hypothesize rather is that the coeflicient of M1 growth in such
regressions will not differ significantly from unity except in hyper-
inflations and that the R? value will be substantial—more than 0.5.

3. In the short run, changes in money growth can cause changes
in constant dollar or real GNP growth. However, over time, such
changes erode. In time, changes in money growth are reflected fully,
percentage point for percentage point, in the inflation rate. Increases
in money growth are fully dissipated in increased inflation in one or
two years. It takes about the same time for inflation to taper off after
money growth is decelerated.

4. Persistent inflation is a monetary phenomenon.

5. Nominal interest rates depend strategically on the rate of in-
flation. They rise and fall with increases and decreases in inflation,
although with some lag.

6. It is countreproductive to try to reduce nominal interest rates
and unemployment by increasing money growth. Such attempts ulti-
mately cause higher interest rates and higher unemployment. Mone-
tary policy can best contribute to the achievement of low or reason-
able nominal interest rates and full employment by ending inflation.

7. The Federal Reserve has ample powers to control monetary
growth, for example, M1 growth. It should use these powers to
achieve long-run price level stability. Specifically, in order to end
inflation, the Federal Reserve should reduce M1 growth to a rate no
higher than our economy’s long-run potential to increase real GNP
(8 to 814 percent a year) minus the trend rate of rise of M1 velocity.
Since the Korean War, the trend rate of rise of M1 velocity has been
3 to 314 percent a year. Thus, zero M1 growth should now be the
goal. After reducing M1 growth to this rate, the Federal Reserve
should keep it there unless either the #rend rate of rise of M1 velocity
or the economy’s long-run potential to increase real GNP change.
Finally, it should not be concluded that either of these factors have
changed without several years of affirming observations.

Is THE DEMAND FOrR MoNEY STABLE ENoUucH ForR MoONETARIST Poricy
To Br Forr.owebp?

Monetarists do not argue that the demand for money, M1, never
changes. If that were true, they would expect regressions of yearly
changes in nominal GNP growth on yearly changes in M1 growth to
fit perfectly. As discussed in number 2 above, they don’t expect that
at all.

Changes in the demand for money occur. and when they do they
change nominal GNP growth by changing the rate of rise of M1
velocity. The question is whether changes in the rate of rise of
velocity are frequent enough, large enough, and last long enough, or
are sufficiently positively autocorrelated, to vitiate the usefulness of
the monetarist policy prescription described in numbers 6 and 7 above.

Respondents differed in their discussion of this question. However,
by a three to one margin, respondents argued that although changes
in money demand and the rate of rise of M1 velocity occur, they are
not frequent enough, large enough, or sufficiently enduring or posi-
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tively autocorrelated to vitiate the usefulness of the monetarist policy
prescription. )

Excerpts from some of the diverse responses to this question are set
forth below.

Chairman Volcker for himself and all except one of his Federal
Reserve colleagues: “* * * research done by economists inside and
outside the Federal Reserve System on the whole appears to confirm
the common impression that in the past decade, which has been marked
by major changes in financial institutions and cash management prac-
tices, there have been appreciable shifts from time to time in the
public’s demand for money * * *

Federal Reserve dissenter: “There is, in fact, evidence that the
demand for money function has no¢ been subjected to large, frequent
nor unforseen shifts during the past few years.” Moreover, “Instability
in the money demand relationship, to the extent that it exists, is, in
large part, the outcome of a reaction to high rates of inflation * * *

george G. Kaufman: “With the possible exception of the 1974 to
1975 period, there is no empirical evidence that even the major in-
novations in the financial sector that have occurred in recent years
have shifted the demand for money sufficiently to seriously hamper
monetary control of the economy. These conclusions have been reached
on the basis of thorough empirical investigations, both inside and out-
side the Federal Reserve System.”

Richard F. Muth : “The demand for money is one of the most stable
economic relationships.”

Milton Friedman : “Changes in the demand for money are not fre-
quent enough, are not large enough, and are not sufficiently long last-
ing to vitiate the usefulness of ‘monetarist’ monetary policy. On the
contrary, the talk about changes in the demand for money is simply
a red herring introduced by the Federal Reserve to cover up mistakes
in its policy.”

Allan H. Meltzer: “Usually, allegations about changes in the de-
mand for money are a device to cover up its errors. To date, no one
has pr?duced evidence of large persistent changes in the demand for
money.”

Mark H. Willes: “Jim Duprey in ‘The Search for a Stable Money
Demand Equation’ (Quarterly Review, Federal Reserve Bank of
Minneapolis; Summer 1980) conducted an extensive survey of ﬁlb-
lished work and cound find no money demand equation (M1 or M2)
which passed statistical tests for structural stability.” However, the
focus of the tests was the short run. Hence, “The evidence that the
demand for money in the United States is not stable does not mean
that monetarism is a mistake. The short-run shifts in money demand
likely cancel out to a great degree because researchers do tend to find
stable long-run relationships between money and price or income.”

David Laidler: “* * * there is considerable short-run variability
in measured demand for money functions. * * * much of this insta-
bility, T believe, is produced by the econometric techniques which we
use 1n attempts to estimate demand for money functions. We almost
always use the supply of money to measure the demand for it. That is
alright so long as it is safe to assume that the supply and demand for
money are equal, but I believe that this is an invalid assumption (cer-
tainly) over short periods * * *.»
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Allan H. Meltzer: “The most that has been shown is that the par-
ticular econometric constructions purporting to describe the demand
for money in a particular period have not worked in other periods.
These demonstrations have nothing to do with the central propositions
of monetarism or the correctness of a monetarist policy.”

Jerry L. Jordan: “Sharp accelerations and decelerations of money
growth are not accompanied by a simultaneous sharp acceleration or
deceleration of GNP growth ; therefore, in any single quarter the ratio
of GNP to money (velocity) fluctuates inversely with fluctuations in
that quarter’s money growth. But this reflects nothing more than the
fact that there are lags in the relationship between money growth and
economic activity.” Furthermore, “intensive studies * * * have re-
vealed that after a period of two to four quarters, such apparent
‘shifts in the demand for money’ have been reversed or ‘averaged
out.””

Respondents Reynolds and Taylor argued to the contrary that
changes in money demand have perverse effects but these effects can
be avoided.

Alan Reynolds : “Changes in the public’s willingness to hold various
types of money have large and abrupt effects. * * *”

John B. Taylor: “Shifts in money demand do occur frequently.
Some of the shifts are large, and some last a long time. In my view,
it is possible for the monetary authorities to discover shifts in money
demand and to react to them with a relatively short lag. Such shifts
should be accommodated by changing the supply of money.”

Respondents Mayer, Sinche, Barth, and Hess argued that trying to
avoid any such perverse effects could make matters worse.

Thomas Mayer: “* * * suppose that the relation between money
and income has actually become less stable. Does this mean that it is
too unstable to serve as the basis for policy? Since the Fed must do
something, the question is not so much whether the money-income
relationship is stable or not, but whether it is less stable than the
relation between interest rates and income. * * * even suppose that
the interest-income relation were stabler * * * the money stock might
still be a better target for Fed policy than the interest rate. This
becomes plausible if one drops the assumption, underlying most dis-
cussions of monetary policy, that the Fed is extremely eflicient.”

Robert M. Sinche: “A natural question arises as to whether the
growth in the money stock should be altered to reflect changes in the
demand for money emanating from stages of the business cycle or
other external factors. That question first presumes that the monetary
authorities can, in advance, anticipate these changes in money demand
and adjust policy appropriately. History suggests that the task is
extraordinarily difficult and, despite all good intentions and profes-
sional expertise, in all likelihood cannot be performed adequately.”

James Barth.: “Specifically, it is reasonable to view velocity as grow-
ing at an historically determined trend rate (the anticipated compo-
nent), with random deviations about that trend (the unanticipated
component). Based upon this view, the monetary authorities cannot
consciously manipulate the money supply so as to offset all movements
in velocity, because some of the movements are random and thus can-
not be anticipated. But by persisting in the attempt to do so, the mone-
tary authorities can make matters worse.”
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Alan C. Hess: “Velocity is essentially a random walk. * * * given
that velocity is a random walk, there 1s little or nothing that policy
can do to anticipate future movements in money demand or to offset
past movements in it without unpredictable future consequences.
What then should policy do? Be stable so as to not increase the
variation in aggregate demand.” '

Waar ProBruEms Do CHanges IN REan OQurpuT Ratse?

Unexpected changes in real GNP raise obvious problems for the
monetary authorities. Not all respondents addressed this issue. Some
of the views of those that did are given below.

Chairman Volcker for himself and all his Federal Reserve col-
leagues: “When the demand for money changes because of changes in
real output, adherence to a given monetary target path would tend to
result in cyclical variations in interest rates that help to stabilize
growth in economic activity. * * * An adjustment of monetary tar-
gets might be desirable, however, when there are unanticipated ‘sup-
ply shocks’ to the economy such as an ‘OPEC oil embargo * * *.”

William G. Dewald: “With respect to variations in potential real
output growth, if, as in the 1970’s because of demographic factors, oil
cartels, and the like, real growth fell from about 4 percent to about
3 percent, anti-inflationary monetary growth would appropriately
be reduced by 1 percentage point. But, even if it were not, the observed
variation in real output growth has been small relative to varia-
tion . in demand growth and thus has not contributed much to
inflation * * *7

David Laidler: “So long as there is a stable demand for money
function over the medium term, one would expect changes in the sup-
ply of money to cause changes in prices, output, and interest rates. We
can be reasonably confident I believe that over periods like four or five
vears, the bulk of the relevant changes will come out in the price level.
However, over shonter periods, the possibility of interest rate and out-
put changes makes it almost impossible to predict the immediate im-
pact of monetary policy on the price level. This, to me, is another
reason in favor of setting medium-term targets for monetary growth
and not worrying too much about trying to fine tune prices or real
output with monetary growth.”

MoxEerary Poricy From Ocroser 6, 1979, UnTiL Now

By a very large majority, respondents expressed the view that the
Federal Reserve’s conduct of monetary policy in the period from Oc-
tober 6, 1979 until now is not strictly monetarist nor even mainly
monetarist. Looking at the record of monetary growth from then until
now, 1\”Ii1ton Friedman said, “If this be monetarism, I am not a mone-
tarist.

Part of the failure to control monetary growth in this period and
achieve a steady gradual decline was attributed by a number of re-
spondents to credit controls. Credit controls were imposed in March
1980 and removed in July 1980 and their effects lasted well past that
date. Many respondents recognized, as Federal Reserve Board Vice
Chairman Preston Martin put it in testimony before a House Banking
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Committee Subcommittee on July 15, 1982, that credit controls “ap-
peared to add to the volatility in financial markets and the economy
In 1980 and, in some ways, by distorting underlying economic and
financial conditions, made sound fiscal and monetary policies more
difficult to formulate.” For the record, during the second quarter when
credit controls were in force, M1 actually declined at a 3.1 percent
annual rate. In the third quarter, following the removal of credit con-
trols, yearly M1 growth accelerated to 14.6 percent. In the fourth quar-
ter, it was 11.2 percent. It is difficult to believe that the Federal Reserve
was trying to keep M1 growth on some reasonably smooth declining
or disinflationary track during these quarters. It also should be noted
that interest rates were virtually unchanged between March 1980 when
credit controls were imposed and December 1980 after adjustment to
their removal. The 3-month Treasury bill rate averaged 15.6 percent
in March 1980 and 15.7 percent in December 1980. The 10-year Treas-
ury bond yield averaged 12.75 percent in March and 12.84 percent in
December.,

Excerpts from respondents’ discussions of the conduct of monetary
policy from October 1979 to now, and the effects of credit controls on
monetary policy, are given below.

Has monetary policy been “monetarist” since October 6, 1979?
Respondents Fischer and Latane said yes, in varying degree however.

Stanley Fischer: “More so than ever beforé, and more than is
desirable.”

Henry A. Latané: “The Federal Reserve has been following a
‘monetarist’ policy since October 1979. * * * Since October 1979,
interest rates have been even more a ‘loose cannon.’

Chairman Volcker, responding for himself and all his Federal
Reserve colleagues, expressed a different view of what the October
1979 change involved.

Chairman Volcker: “The change in October 1979 involved the
means of implementing monetary policy; greater reliance was placed
on control of the reserve base as the means of achieving desired mone-
tary growth.” However, flexibility “to look at all the available infor-
mation and to alter the monetary growth objectives in the light of
current judgements” was retained. Such flexibility is deemed “funda-
mental to the practical monetary-oriented targeting approach pursued
by the (Federal Reserve) System.”

However, “the practical monetary-oriented targeting approach,” as
Chairman Volcker labelled it, was subordinated to the demands and
effects of credit controls in the second, third and fourth quarters of
1980. Chairman Volcker put it this way, “The marked contraction in
borrowing after the program (credit controls) was instituted, and the
resurgence in borrowing as it unwound, led to sizable fluctuations in
money balances and interest rates—first downward then upward * * *,
Certainly the use of explicit credit restraints was not, in itself. mone-
tarist. * * * the monetary aggregates were, in fact, thrown off course
for a period.”

A similar view was expressed by M ¢Cracken.

Poul W. McCracken: Has monetary policy been monetarist since
October 19792 “My short answer would be in the affirmative. At the
same time, it would not be fair to say that the Federal Reserve
excludes all other considerations from their policy decisions.”
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What about credit controls? Did they interrupt the “monetarist”
policy? “Yes—and the implementation of that unfortunate act also
produced an enormous displacement effect in the economy. Unques-
tionably, it was the major cause of that recessionette in 1980.”

Other respondents expressed the view that, although on average the
trend of money growth from October 1979 to the summer of 1982 had
been monetarist, the Fed had not adopted truly monetarist control
procedures. By and large, these respondents also were critical of credit
controls.

Robert D. Auerbach: “The Federal Reserve policy since October
1979 has generally been successful in moving money growth toward
lower average levels. The record is marred by long episodes of mon-
etary growth in different directions away from that general trend.”

Dawvid I. Fand: “The Fed has been following a monetarist policy
in the sense that it is placing far more emphasis on money growth
and the monetary aggregates than on interest rates. In this sense, my
answer is yes.”

On the other hand, “the Fed has introduced and permitted very
considerable short-run fluctuations in money growth. Thus, while the
Fed emphasizes the monetary aggregates, it has not yet succeeded in
stabilizing the short-run growth rates of these aggregates.”

On credit controls: “The implementation of the Credit Control
Act in 1980 did interrupt the monetary policy in two ways. First,
when it was initially imposed, we had a very sharp and severe cut-
back in credit, and for about three months we had a dramatic, sharp
and severe curtailment in credit. Then, to offset the deflationary con-
sequences of this severe curtailment in credit, the Federal Reserve
permitted a very large and dramatic acceleration in monetary
growth. * * * A]] in all, the interruption in monetarist policy—both
the initial sharp curtailment in credit and the subsequent large in-
crease—lasted about 9 months.”

Mark H. Willes: “The Federal Reserve made two changes to mon-
etary policy in October 1979, it increased its commitment to the goal
of price stability through control of money and it altered its method
for controlling money. The first change was a movement in the direc-
tion of monetarism, but the second was not.

“The Federal Reserve announced a policy of gradual deceleration
in the growth of money. On the whole, it has followed through on
that policy.” However, as indicated above, Willes was critical of the
new method for controlling money. As he put it, “the Fed turned to
using nonborrowed reserves. Formerly, the Fed had fixed the Fed-
eral funds rate to hit the point on the money demand function con-
sistent with its monetary targets. The Fed felt that a nonborrowed
reserve instrument would give it better and more direct control of
the stock of money, while possibly sacrificing some in interest rate
stability.” The new procedure did not work as hoped. Willes con-
tinued, “The experience since October 1979 is that there has been
more volatility in both interest rates and money growth than pre-
viously. * * * Perhaps, it should attempt to control the supply of.
money by fixing total reserves or the monetary base and, thus, let
interest rates be determined by the demand for money. The point is,
this (monetarist) procedure has not been tried.”
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With respect to credit controls, Willes stated, “Implementa-
tion of credit controls disrupted the economy and altered asset de-
mands * * * The disruptions which were caused generally seemed to
be of short duration * * *

Robert M. Sinche : “I believe it would be correct to say that the Fed-
eral Reserve has, in general, followed a more monetarist policy since
October 1979. Obviously, there are different degrees of success in main-
taining stable monetary growth. The volatility of monetary growth
has been excessive, particularly during the first 18 months of the new
policy. * * * Part of the reason for monetary volatility during the
first six quarters of the new monetary policy approach was the ill-
advised implementation of the Credit Control Act in March 1980.”

Jerry L. Jordan: “* * * it would not be correct to say that the
Federal Reserve has successfully pursued a ‘monetarist’ policy since
October 1979. Federal Reserve officials have stated a long-run objec-
tive of slowing the growth of monetary aggregates in order to reduce
inflation, which is consistent with a monetarist prescription. However,
short-run volatility of money growth has actually increased since
October 1979, which is contrary to a monetarist policy. * * * a stead-
ier and more predictable rate of monetary growth would have pro-
duced lower market interest rates, which is one of the objectives of a
successful anti-inflationary monetary policy.

“k * * the implementation and subsequent removal of credit con-
trols in 1980 caused changes in the actual implementation of mone-
tary policy. Market interest rates came under sharp downward pres-
sure soon after the controls were imposed. Real economic activity, and,
therefore, effective credit demands collapsed as a result of the con-
trols. The Federal Reserve was not willing to see market interest rates
drop as drastically as market forces seemed to imply during the first
few weeks of the controls, so they provided fewer (drained more)
reserves from the banking system in order to moderate the rate of
decline of interest rates. In addition, the public appears to have de-
cided to hold a larger share of their money balances in the form of
currency as a result of the limitations imposed on the use of credit
cards. These developments resulted in an absolute contraction of the
money supply at a time when real economic activity was declining.
When the controls were suddenly removed, credit demands immedi-
ately increased as economic activity revived. The resulting upward
pressure on interest rates was viewed as undesirable because of the
recession and rising unemployment. Central bank actions in the sum-
mer and autumn of 1980 resulted in extremely rapid growth of bank
reserves and the money supply as interest rates rose to the highest
levels in modern history. Such developments were clearly contrary to
a monetarist policy.”

Michael Parkin: “I have characterized the policy change that oc-
curred on October 6, 1979 as one of placing less emphasis on the Fed-
eral Fund’s rate and more emphasis on the growth rate of the money
stock. T would not, however, characterize it as a dramatic abandonment
of the old policies and adoption of monetarism.”

James Barth: “* * * monetarism is based on the view that the Fed-
eral Reserve should pursue a policy that leads to a moderate and steady
(and thus predictable) rate of money growth. * * * the record for
money growth rates since October 1979 clearly indicates that the Fed-



eral Reserve has slowed money growth, but has not done so in a steady
fashion. It is therefore totally unfair to say that the Federal Reserve
has been following a policy fully in accord with monetarism since
October 1979.

“* * * the imposition and elimination of credit controls explains the
wide swings in money growth rates during the second and third quar-
ters of 1980. The controls cannot, however, explain the substantial un-
steady growth rates in money during the entire post-October 6, 1980
period.”

Many respondents focussed on the Fed’s failure to adopt monetarist
control procedures.

Milton Friedman: “The change that actually occurred in Octo-
ber 1979 was that the Federal Reserve changed the details of its oper-
ating procedures. Its objective of seeking to control total reserves
rather than interest rates was an excellent one but the actual changes
it made were inadequate to achieve its objective. The chief mistake it
made was not to introduce contemporaneous reserve requirements
simultaneously with the other changes in policy. It made the further
mistake linked to this one of not introducing a discount rate linked
to a market rate.” As a result, “* * * actual performance has not
been monetarist. An absolutely essential feature of the monetarist
policy is steadiness in the rate of monetary growth. Since October
1979, monetary growth has been more unstable than in any other com-
parable period that I know about in the whole history of the Federal
Reserve System. If this be monetarism, I am not a monetarist.”

Robert J. Genetski: “Fed policy since October 1979 has been more
volatile than before. As a result 1 would argue that monetary policy
since that time has become anti-monetarist and clearly more oriented
toward some other school of thought.”

Anna J. Schwartz: “* * * the Fed announced that it would use
nonborrowed reserves as the instrument to achieve control of monetary
growth. In operation, the Fed’s procedures have increased both the
variability of monetary growth rates and of interest rates. The finan-
cial markets have reacted to the wide swings in monetary growth by
incorporating large risk premia in interest rates at all maturities.”

Mrs. Schwartz concluded that, “Monetary control was not effec-
tively exercised by the Federal Reserve in the months preceding the
implementation, during the implementation and since the rescinding
of the implementation of the Credit Control Act. Is there better proof
than that the annual growth rate of money from November 1979
through May 1980 was 1.1 percent; from May 1980 through April 1981
was 12.5 percent; from April 1981 through October 1981 was —0.2
percent, and up and down again since that date? The result has been
two back-to-back recessions in 1980 and 1981 to 1982.”

John Makin: “Since October of 1979, the Fed’s stated policy has
been to target non-borrowed reserves while tolerating a broader range
for the Federal Fund’s rate. * * * this procedure, in conjunction
with lagged reserve accounting and the absence of a penalty discount
rate, has contributed considerably to the enhanced volatility of money
growth, * * * The Federal Reserve’s new operating procedures are
responsible for much of the volatility of money growth rates. * * *
The Fed has not gone far enough fully to implement monetarists’ pre-
scriptions to stabilize money growth. The resulting high level of vola-

12-654 0 - 83 - 2
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tility of money growth rates, with many attendant ‘surprises’ in the
path of the money supply have * * * contributed to enhanced vola-
tility of interest rates.”

On credit controls, “There is considerable evidence to suggest, that
imposition of the Credit Control Act in March 1980 resulted in a very
sharp drop below target of money growth rates during the second
quarter of 1980. The subsequent lifting of the credit controls during
June of 1980 resulted in a sharp acceleration of money growth above
targeted rates during the third quarter of 1980.”

Arthur E. Gondolfi: “The major difference between the pre- and
post-October 1979 operating procednres comes down to a more serious
attempt to hit their targets and a greater willingness to adjust the
funds rate as necessary. Given the existence of lagged reserve ac-
counting, this is about the only way they could operate. Since the
current procedure still leads to substantial volatility in money growth,
even over periods as long as a year, this policy is not what monetarists
have recommended.

“* * * Credit controls, by causing tremendous shifts in the demand
and supply of bank credit, caused the Fed to be overly restrictive in
the spring of 1980 and too expansionist in the second half of that year,
The volatility in money growth caused by credit controls lasted into
1981.”

Martin Bronfenbrenner: On credit controls, “I do not believe the
act remained in effect long enough to make much difference.” On
policy since October 1979, “T should regard Fed policy since October
1979 as predominantly but unskillfully monetarist, with constant foot-
dragging by anti-monetarists and constant possibility of reversal.”

Allan H. Meltzer: “No. The Federal Reserve has not followed a
monetarist policy since October 1979. The Federal Reserve policy is
often inconsistent, but during most of this period, the Federal Reserve
has attempted to control the level of free reserves.”

George (. Kaufman: “The October 1979 change appears to have
been a well-intentioned change to place greater emphasis on monetary
aggregates in order to send a strong signal to the market that the
Fed was finally taking a stronger stance against inflation. Previous
Fed anti-inflationary pronouncements were not followed by support-
ing actions, and the Fed’s credibility had worn thin. The difficulties
of gaining greater control over the money supply under a regime of
lagged reserve accounting were apparently not fully appreciated at
the time, and efficient procedures for controlling money in such an
environment have never been adopted. The procedures currently used
are inefficient and make it very difficult to achieve the announced
monetary targets. As a result, the fctober 1979 change has resulted
primarily in increased confusion among the public, the government,
and even the Federal Reserve, but little actual change in monetarist
conduct.”

T'homas Mayer: “If the Fed were really concerned about controlling
the money growth rate, it would have responded to the large fluctua-
tions in money growth that we have experienced by adopting some of
the reforms advocated by monetarists, such as a floating discount rate
or contemporaneous reserve accounting. It would have tried such
reforms at least as an experiment, even if this imposed costs on banks.

“* * * moreover, the Fed frequently explains variations in the
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money growth rate by pointing to some factor that increased the
demand for money. Since the stock of money is limited by the reserve
base, an increase in the demand for money cannot increase the money
stock unless the Fed accommodates, or at least permits this. As long as
the Fed refuses to take responsibility for the money growth that
actually occurs, one might well doubt its professions of monetarism.”

Slowing money growth, which, as shown above, respondents agreed
was the aim of policy after October 1979 and had, on average, been
achieved in 1981 and the first half of 1982, has implications for the
unemployment-inflation trade-off. Some respondents discussed these
implications. .

Stanley Fischer: Although credit controls “interrupted the constant
growth rate of money policy for awhile by causing a very steep reces-
sion that worried the Fed into increasing the growth rate of M1 for a
few months,” by and large, “the Fed has pursued for several years a
policy that 1s designed to reduce the inflation rate, and that pays very
little regard to unemployment.”

Gottfried Harberler: “* * * an ongoing inflation cannot be brought
down without a reduction in monetary growth. It stands to reason,
however, that with inflationary expectations entrenched as they are
after 15 years of continuous high inflation, and money wages and
many prices as rigid as they are, disinflation through monetary re-
straints will cause transitional unemployment. In other words, a reces-
sion is the unavoidable byproduct of disinflation. Squeezing out infla-
tion from the economy 1s like curing a drug addict: withdrawal of
dope is a painful experience.

“k * * the policy of the Fed since October 1979 can be described as
consistently monetarist in a pragmatic, not an overly rigid sense—to
wit, to slowly reduce the rate of monetary growth in order to slowly
squeeze inflation from the economy. In my opinion, this was the right
thing to do and has been on the whole successful. To repeat, a reces-
sion was the unavoidable side effect of the process of disinflation.”

On credit controls, “the implementation of the Credit Control Act in
March 1980 was a highly disturbing factor. The credit controls that
were imposed were a dismal failure. Detailed eredit controls, as com-
pared with control of money supply, are a messy, inefficient, distorting
policy—a bureaucratic nightmare which had to be abandoned after
a short while.”

John B. Taylor: “The stated change in October 1979 was in the
.operating procedures of the Fed. Rather than controlling money
growth by manipulating the Federal funds rate, the Fed stated that
1t would control money growth by manipulating reserves directly.
Because, both before and after the change, the Fed has stated that it
wanted to control money growth, I do not think it is accurate to say
that the Fed switched to a monetarist policy. Moreover, as many
monetarists have pointed out, the short-run growth rates of money
have become more volatile since October 1979 which is contrary to a
switch to a monetarist policy.

“The actual change that occurred near October 1979 was that the
Fed began, much more seriously than in earlier years, to reduce the
rate of growth of nominal GNP in order to reduce the rate of infla-
tion—that is, to disinflate the economy. The change in operating pro-
cedures probably made this job easier politically, for at least awhile,
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by reducing political pressures on the Fed to lower interest rates.
A reduction in the growth rate of nominal GNP would be expected
to raise interest rates, as in fact it did. The overall effort of the Fed
to reduce nominal GNP growth has been successful. And, as expected,
this has reduced inflation, and as a by-product caused high interest
rates and a recession.”

Raymond E. Lombra: On credit controls: “I believe the credit con-
trols program was a major error. Its implementation and subsequent
removal generated gyrations in the economy and the monetary aggre-
gates which were neither anticipated nor well handled. More specifi-
cally, the reacceleration of monetary growth in the last half of 1980,
which was clearly excessive, helped to sow the seeds of the most recent
downturn in economic activity.”

With respect to policy in 1982, “Fed policy thus far in 1982 (August
26) has been constructive. By this T mean that the rate of monetary
growth is sufficient for a moderate, sustainable recovery which does
not rekindle inflation.”

Does A Price RurLe MakE SEnsk?

As discussed earlier, critics of monetarism allege that its policy
prescription won’t work because of large, frequent, long lasting or
positively autocorrelated changes in money demand and the rate of
rise of velocity. Most of these critics argue that, therefore, the Federal
Reserve authorities must have full power to conduct open market and
other monetary operations as they see fit from day to day; that they
cannot be bound or constrained to hit a money growth target or by any
other rule. But others argue that changes in money demand and other
economy-wide shocks would be offset automatically if the Federal Re-
serve adhered to a price rule; for example, acted to prevent changes
outside certain predetermined limits in the price of gold or some price
index, or an interest rate, or an interest rate adjusted for inflation.
Few of the respondents agreed with this idea, although many stated
that the most appropriate long-run goal of monetary policy is price
level stability—1.e., zero inflation. Often it was also stated that zero
inflation could best be achieved by keeping money growth equal to
our potential to increase output minus the trend rate of rise in velocity.
Excerpts of respondents’ views on these matters are given below.

Chairman Volcker for himself and all of his Federal Reserve col-
leagues: “I interpret ‘price rule’ to involve the price of goods and
services, rather than an interest rate or exchange rate. I think there
is a good deal to be said in principle for placing a focus on the general
level of prices over time as an ultimate guide for monetary policy.
Economists of many theoretical persuasions would agree that, over the
long run, the greatest impact of money is on the price level. The diffi-
culty I see, as a practical matter, is that this relationship may be a
long-term one, and that therefore current price movements—whether
of broad price indexes, of limited ‘baskets’ of commodities, or even of
single commodities like gold—may not be uniquely useful as guides
for policy in the short run. * * * the realities of the structure of the
economy would make a rigid short-run price rule a potentially counter-
productive approach—one that might result in greater monetary and
economic instability.”
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Arthur E. Gondolfi : “Targeting the overall price level could work.
The only problem is that the lag between money and prices 1s so un-
certain and variable that it would produce violent movements 1n
money and real activity if the Fed were intent on hitting their target
in the short run. If the price rule was stipulated as a long-run target,
the Fed would need some formula for gradually adjusting money to
the performance of inflation. Such a gradualist policy could, if prop-
erly administered, vestore confidence In monetary policy without pro-
ducing needless volatility in the economy.” o

Milton Friedman: “A price rule for monetary policy is a bad rule
although a good objective. It is a bad rule because changes in the quan-
tity of money tend to affect prices after a considerable delay. The his-
torical record suggests that it is roughly two years before an increase
in the rate of monetary growth is fully manifested in prices. As a
result, a price rule for monetary policy would produce a monetary
policy that was always fighting the last war.”

Richard F. Muth: “In my judgement, we don’t know enough about
the dynamics of the U.S. macro economy’s behavior to attempt to fol-
low any so-called price rule. The best policy, I believe, would be one
of a constant growth rate of the monetary base, which is certainly
within the limits of our current knowledge.”

John Makin: “Holding money growth approximately equal to the
rate of growth of real output with allowances for any trend in velocity
constitutes a ‘price rule’ for monetary policy. I do believe that such a
rule is the most appropriate one for monetary policy.”

Robert E. Auerbach: “* * * the ultimate targets include long-run
price stability, but as an operating tool for daily monetary policy, it
would be a disaster. We simply do not know enough about the linkages
between daily monetary operations and the price level to use the price
level as the proximate operating target.”

Michael Parkin: “The problem with adopting a price rule if it is a
broad price rule such as that of stabilizing the consumer price index
is that the lags in the operation of policy are simply too long for that
to be feasible. Changes in policy can only be implemented when the
need for a change is observed. By the time the policy has an effect, the
need will have passed. If the price rule in question is one of pegging
the price of some commodity such as gold then I see no way of making
that rule stick unless it is supplemented by a rule for the creation of
paper money. The Bretton Woods system had a price rule—$35 a fine
ounce—it did not have a rule for the creation of money. The system
collapsed.”

Alan Reynolds: “Nobody can know in advance what rate of growth
of what kind of money will be consistent with price stability. Nor is it
feasible to predict the appropriate interest rate for stable prices. The
only way of knowing at the time whether money is too tight or too
loose (relative to velocity and real growth) is by monitoring some
commodity prices that are sensitive to monetary disturbances and rela-
tively insensitive to supply shocks.

“A monetary standard goes even further than such a discretionary
‘price rule’ by defining the unit of account—a dollar—in terms of
such a commodity. This provides a superior guarantee, facilitating
long-term contracts at low interest rates. A price rule alone, however,
would be a much more direct way of attaining price stability than
attempting to predict money multipliers, velocity and real output.”
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David Laidler: “I would argue that medium-term monetary growth
targets are the best feasible way we have of achieving price level
targets at the moment. If we had more knowledge * * * then per-
haps we might be able to do better by attempting to fine tune the
price level. However, I do not believe that that is a practical proposi-
tion at the moment.”

William @. Dewald: “An appropriate price rule would have the
Federal Reserve use its instruments to hold monetary growth quar-
terly or semiannually to a growth path that, based on the predicted
relation to inflation, would stabilize inflation in the long run, * * *
Inappropriate price rules include having the Federal Reserve use its
instruments to control—

Interest rates, since so doing would generally have it alter-
nately contribute to inflation or deflation and thereby to the
amplitude of business disturbances.

The price of particular commodities such as gold, since by so
doing disturbances with respect to the supply or demand for that
commodity would be amplified in U.S. monetary growth and in
turn in the real economy, inflation, and interest rates.”

Robert M. Sinche: “While the Federal Reserve’s implementation
of a ‘monetarist’ approach has been successful in reducing both in-
flation and interest rates over a reasonable time horizon, during some
of the more difficult periods of this transition process analysts have
proposed alternate monetary policy rules. One such alternative was
a ‘price rule’ for monetary policy, a procedure under which the Fed-
eral Reserve would attempt to stabilize the value of gold or a sensi-
tive commodity price index. Under such a procedure the Federal
Reserve would add (reduce) bank reserves if the price of the chosen
price index was declining (rising).

“Unfortunately. there appear to be significant problems with the
implementation of such a policy. The major problem involves the
choice of an appropriate basket of commodities. If the market basket
chosen includes too narrow a list of commodities, it would leave policy
changes potentially subject to specific shocks in the supply or demand
situation of a particular commodity. On the other hand, tle choice of
a wider basket of commodities opens up the risk of serious time delays
between Federal Reserve actions and the price response of the market
basket. * * * the time delay between Federal Reserve actions and
measured market reactions could send misleading signals to the mone-
tary authorities for an extended period of time.

“In addition, it is not clear that the appropriately chosen market
basket would remain constant over time. Periodic review of the market
* basket to account for changes in tastes, technological change, etc.,
would become necessary. In short, the price rule alternative appears
to create additional complexities in the monetary policy arena with-
out demonstrable improvements in results.”

John B. Taylor: “Frequent changes in relative supplies and de-
mands for commodities can cause a price index to move erratically.
A policy such as a ‘price rule’ which is actively trying to counteract
these temporary movements would be likely to increase economic in-
stability. * * * if the Fed had attempted to stabilize a price index
starting in October 1979—say, to keep the CPI at 230—then there
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would have been a much larger increase in interest rates and a much
larger recession than we had.”

Gottfried Haberler: “The proposal that a ‘price rule’ should be
substituted for the quantity of money rule, in other words that the
Fed should ‘target the price level’ and not monetary growth, rests on
a complete misunderstanding of monetary policy. The central bank
directly controls central bank money (the monetary base) and through
it indirectly determines the growth of broad monetary aggregates.
But it cannot ‘target the price level.” Price level stability is the goal
of monetary policy, but it is not a magnitude that can be targeted
in the sense in which a monetary aggregate can be targeted.

“Your letter asks whether there exists a ‘proxy for the price level
such as gold’ whose price could be fixed. The answer is emphatically
‘no.” Under the gold standard, the price of gold in terms of dollars
would be ‘stable’ (fixed). Some would argue that if the gold standard
could be restored by international agreement, the world price level -
would become tolerably stable. But this is questionable and irrelevant,
because it is out of the question to reach an international agreement
on the restoration of the gold standard. No country, with the possible
exception of South Africa or Russia (the two largest gold producers),
would join the United States. Obviously, the United States cannot go
it alone. It is simply amateurish to believe that it is possible to sub-
stitute a ‘price rule,’ in the form of a ‘gold rule’ or in any other form,
for the quantity of money rule as the basic principle of monetary

olicy.”

P Da}q’;id 1. Fand: “The idea of a ‘price rule’ for monetary policy has
great intuitive appeal, but I have serious reservations about its feasibil-
ity. To follow a ‘price rule,’ we would need an index, and the monetary
authority would restrict money when the index rose and expand money
when the index fell. The monetary authority would need a reliable
price index which was accurate, comprehensive, representative, and
readily available, and which gave a true picture of what was happen-
ing to prices throughout the economy. I am not sure there is any index
that we now can construct that can satisfy all these properties. The
more comprehensive the index, the more accurate the index, the longer
the time before it is available.

“If we use price indexes that are readily available, they are not truly
representative of or indicative of what may be going on throughout
the economy. Accordingly, while the idea of following a ‘price rule’
and permitting changes in money to follow an index has appeal, I do
not know of any index of a commodity, or group of commodities, that
would give us this information.

“There is a second difficulty in basing monetary policy on a ‘price
rule.” Because of the long and variable lags in monetary policy, an
attempt to stabilize prices may very well lead to greater instability.
The attempt by the monetary authority to counteract these disturb-
ances may, given the long and variable lags in monetary actions,
produce even greater disturbances than it was trying to correct.”

Thomas Mayer: “For its strategy, the Fed should choose a price
goal, but as tactics to attain this goal it should focus on the money
growth rate. The particular money growth rate selected to attain the
long-run price target can then be changed from time to time.”



16

Mark H. Willes: “Price rules for monetary policy, such as commod-
ity standards, limit by institutional arrangement the capability of
monetizing government debt. This is desirable if the Federal Reserve
cannot be trusted to limit the stock of Fed money in the future. Com-
modity standards may introduce other problems, however; if the com-
modity bundle is too narrow, its demand or supply may have little
relation to demand or supply conditions in the whole economy. In this
case stabilizing its price may not be stabilizing for aggregate prices.
On the other hand, if the commodity bundle is too broad, it may not be
possible to stabilize the bundle’s price any better than the Fed can now
stabilize aggregate prices.”

David G. Bayboy: “One of the major problems with monetary man-
agement has been that such management has been subject to the discre-
tion of the Fed. Thus, certain turns in monetary policy could be traced
to political pressures. This ‘discretion’ problem would be much in evi-
dence under a price rule.

% * * the price of gold, or any commodity, could change due to
exogenous factors. The proponents of a price rule argue that such ex-
ogenous forces could be ignored by the Fed. Once this discretion is
reintroduced, we are back to square one. Given various political pres-
sures, market signals could be discounted.

“As a practical matter, the ‘price’ observed by authorities would
have to be a forward price rather than a spot price. Current price
changes are a lagged response to past monetary activities. If, on the
other hand, forward prices are increasing, it would be a signal that
the market expects increased inflation, Simultaneously, the entire yield
structure for interest rates would shift upward due to increased infla-
tion premiums. Thus, gearing monetary policy to interest rates or for-
ward prices would be equivalent.

“Either one of these procedures is unnecessary. Empirical evidence
strongly suggests that when monetary growth is stable, so are both
interest rates and forward prices. Given this relationship, it should
be obvious that the easiest way to achieve price stability 1s to utilize
a money rule. Absent unpredictable intervention by the Federal Gov-
ernment, there is no logical reason to expect wide swings in money
demand.”

Waat Asour Tareering Nominar GNP GrowrH ?

Several respondents also commented on the wisdom of targeting
nominal GNP growth. Pertinent excerpts are given below.

Alan Reynolds: “The same rate of growth of nominal GNP can be
inflationary or not depending on real growth. * * * nominal GNP is
therefore an inappropriate objective.”

John B. Taylor (reprise) : “The actual change that oceurred near
October 1979 was that the Fed began, much more seriously than in
earlier years, to reduce the rate of growth of nominal GNP in order
to reduce the rate of inflation—that is, to disinflate the economy. The
change in operating procedures probably made this job easier polit-
ically, for at least awhile, by reducing political pressures on the Fed

_ to lower interest rates. A reduction in the growth rate of nominal GNP
would be expected to raise interest rates, as in fact it did. The overall
effort of the Fed to reduce nominal GNP growth has been successful.
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And, as expected, this has reduced inflation, and as a by-product
caused high interest rates and a recession.”

Thomas Mayer: “An alternative to a price target would be a nomi-
nal income target. Since in framing such a target one obviously has to
decide on what inflation rate to tolerate, in principle there is not con-
flict between the two. But suppose the estimates used to make up
the nominal income target contain errors; then the two may be in-
consistent. For example, nominal income might grow at the desired
8 percent rate, but the inflation rate might be 7 percent instead of
the expected 5 percent. With a nominal income target if real income
grows at a slower rate than expected, then prices are allowed to grow
at a faster rate. This might be defended on the argument that this
error would reflect that policymakers underestimated the unemploy-
ment cost of bringing the inflation rate down, and that this justifies
adopting a more gradual approach to eliminating inflation. In this
respect, a nominal income target is better than a price target. But
a price target has a great political advantage; it is much easier to
generate public support for a policy to bring down the inflation rate
than for a policy that promises to keep nominal income growing at
a certain rate. And, given the pressures for more expansionary policies,
a policy to reduce the inflation rate needs all the political support it
can get.”

Is Tae Fep RespoNsiBLE ForR HicH INTEREST RATES?

From the end of 1976 to the spring of 1980, interest rates increased
steadily and dramatically. The 90-day Treasury bill rate, for example,
averaged 4.4 percent in December 1976, 6.1 percent a year later, 9.1
percent in December 1978, 12.1 percent in December 1979 and 15.5
percent in March 1980. With the imposition of credit controls in
March 1980, interest rates plummetted. The 90-day bill rate averaged
only 7.0 percent in June 1980. However, shortly after credit controls
were relaxed, interest rates returned to pre-credit control levels. In
December 1980, the 90-day bill rate averaged 15.7 percent. Interest
rates peaked in 1981. The monthly average of the 90-day bill rate
reached 16.3 percent in May 1981. It has decreased, albeit irregularly,
ever since. In September 1982, it averaged 8.2 percent. Longer term
interest rates peaked in the August-September 1981 period. ’

Respondents’ views on interest rates are diverse and rich. Some
placed the blame for high interest rates primarily on “loose” fiscal
policy, including, and often especially, expected large future deficits.
Others blamed “tight” money. Others wrote that both are to blame.
However, many stated that “loose” money not “tight” money was to
blame. They argued that fast money growth generated inflation and
that in turn generated high inflationary expectations and pulled in-
terest rates upward. Some also pointed out that interest rates have
fallen as money growth and inflation have slowed. And some cited
the volatility of money growth and other factors as creating a cred-
ibility problem with respect to continuing the fight on inflation as a
major reason why the fall in interest rates has not been more rapid.

Finally, some respondents pointed out that the administration’s
program to shift resources into the defense sector places upward pres-
sure on real interest rates. A rise in real long-term rates is required
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to induce people to postpone purchases of housing and other durables
and thereby release financial and real resources to the defense sector.
Excerpts from a sample of respondents’ views on interest rates are set
forth below.

Henry A. Latané: “The Fed’s present policy has been a disaster.
It should immediately lower interest rates by increasing M1.”

Alan Reynolds: “The Federal Reserve explicitly controls the key
interest rates on discount window borrowings and Federal funds.
Those rates can be instantly and substantially reduced, as they even-
tually were in previous contractions (except 1932 and 1937).

“In order to simultaneously assure the markets in bonds and foreign
exchange that monetary policy will never again accommodate a re-
surgence of inflation, there must be a legislated mandate to tighten
if there is a sustained rise in prices that invariably give an early
warning of inflation. A commitment to sell gold at a fixed price would
achieve this purpose * * *.»

Paul W. McCracken: “Monetary policy as currently conducted
probably has had very little to do with high interest rates. What the
Federal Reserve is haunted by, and for that matter the whole econ-
omy, is a long legacy of increasing inflationary monetary policy par-
ticularly during the latter half of the 1970’s. It would be unrealistic
to assume that financial markets and people generally will in a few
months be believers about any proffered changes in a path for mon-
etary policy that has been established over a period of years.”

Paul A. Volcker: “Within the context of a longer-range policy of
restraining money growth to damp inflation, fiscal policy looms large
as a cause of high interest rates. The Treasury, in meeting the govern-
ment’s credit needs, must bid funds away from potential private bor-
rowers and this competition for a limited pool of savings boosts
interest rates above levels that would otherwise prevail. Moreover,
intermediate- and long-term yields tend to reflect investors’ expecta-
tions of future credit market pressures, so that the current prospect of
large, perhaps growing, Federal budget deficits as the economy re-
covers is a major factor holding rates in some sectors of the markets
higher than they otherwise would be. At the same time, the prospect of
such large deficits and of sustained tensions in credit markets causes
some people to fear that at some point the Federal Reserve will deviate
from its course of restraint and engage in an inflationary ‘monetiza-
tion’ of the debt, and this also tends to maintain a substantial inflation
premium in long-term rates.

“These responses may be damaged in degree when the economy is
weak and inflation is perceived to be slowing. * * * lasting relief
from high interest rates requires that the Federal Reserve maintain
a credible posture of anti-inflationary restraint.”

Mark Willes: “A given deficit policy places limits on monetary
policy. If budget deficits are persistently large, for example, the Fed’s
choice is between monetizing the debt and causing inflation or not
monetizing it and causing higher real interest rates.”

Robert F. Dee: “* * * to answer your last question—greater fiscal
restraint, with action by Congress to retructure entitlements; a sys-
tematic adherence to a monetary policy by the Fed that would grad-
ually reduce interest rates; and the adoption of legislation to
encourage employment, saving and capital investment.”
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Michael Parkin: “My suspicion is that current high interest rates
are almost entirely due to worldwide deficits by governments (not just
the U.S. Federal deficit) and are in no way caused by the Fed’s mone-
tary policy.”

Vinecent L. Gregory : “The only real bright spot on the scene is the
Federal Reserve and their policy of controlling the money supply in
the face of these huge budget deficits. Obviously, this must result in
high interest rates—but these are not due to any ‘fault’ in Federal
Reserve policy but rather to the budget deficits resulting from action
or lack of action by the Congress. Any efforts to bring down interest
rates without reducing the huge budget deficits must result in runaway
inflation and economic disaster for the U.S. and world economies.”

Gottfried Haberler: “The principal cause of high interest rates was
the large budget deficits. Large public sector borrowing drives up in-
terest rates and crowds out private production investment.

“True, the Fed could temporarily reduce interest rates by easier
money. But the consequence would be a reacceleration of inflation.”

Stanley Fischer: “The mix of monetary and fiscal policy is jointly
responsible for high interest rates. The Fed could reduce interest rates
now by making open market purchases. These would stand less chance
of re-igniting inflation if fiscal policy became more restrictive.”

Martin Bronfennbrenner: “The combination of rising public deficits
and falling monetary growth rates is largely responsible for high
irﬁtere’st rates, and I for one cannot allocate the responsibility between
them.”

David Laidler: “I believe that the main reason for high nominal
interest rates is high inflation expectations.”

George G. Kaufman: “I believe that the current high interest rates
are attributable to a number of factors, including a general lack of
credibility in the Federal Reserve and Federal Government in main-
taining the current reduced rates of inflation.”

Alan C. Hess: “The expected real rate of interest has been quite
high in 1982 but since receipt of your letter has fallen drastically,
Jjust as monetarist theory predicted. The explanation runsas follows.
Inflation follows money with an approximate two-year lag. If the
growth rate of the money supply is reduced, the real stock of money
1s also reduced since prices are still rising due to previous money
growth. The unexpected fall in the real stock of money causes real
interest rates to rise temporarily. Once the surprise is over, the real
iiltere’st rate declines as economic activity and the rate of inflation
slows.”

John B. Taylor: “The Fed’s disinflation effort is largely responsi-
ble for the high interest rates. When aggregate demand growth is
reduced, the past trends in prices and especially wages cannot be in-
stantaneously broken because of formal and informal contracts. These
past trends in prices and wages continue to generate a growing demand
for money and credit. When the growth of money and credit is reduced
by the Fed’s disinflation, interest rates must rise as supply falls short
of demand. This is what has happened in the last two years.”

David G. Rayboy: “When interest rates were high, it was because
money was loose and volatile, triggering inflation expectations. Inter-
est rates have fallen precisely because money growth has been slower.
Thus, the prescription for lower interest rates is a credible, slow, stable



20

monetary policy. This can be achieved by establishing a non-inflation-
ary growth rate in the monetary base and ignoring short-run swings
in M1, and by establishing a floating (punitive) discount rate. The
move away from lagged reserve accounting was also a step in the right
direction.”

James Barth: “Until very recently, long-term rates of interest have
been relatively stable and high due to the failure of the inflation pre-
mium to decline as money growth has trended downward and con-
siderably reduced inflation. This failure is explainable, however.
Fiscal and monetarv policies appeared to be headed for a major clash.
The prospect of large and growing Federal budget deficits resulting
from sizable tax cuts without corresponding spending cuts undoubt-
edly led people to believe, based upon past performance, that the
Federal Reserve would eventually monetize a large portion of these
deficits, thereby throwing in the towel on its anti-inflation policy. The
public was unpersuaded by all the Federal Reserve’s rhetoric to the
contrary. By adhering to its basic policy, however, the Federal Reserve
now appears to have established sufficient credibility for inflationary
expectations to be lowered, especially since the President and the Con-
gress have finally decided to take steps to close the deficit gap (though
admittedly by flip-flopping on taxes rather than further slowing the
growth in government spending). To bring inflationary expectations
down further, the Federal Reserve must continue to ensure that money
will grow along a downward trending path. In this way, long-term
interest rates should move progressively downwards, stabilizing close
to the real rate of interest. Unless the growth rate is also steady, how-
ﬁver, the short-term interest rate and output paths will likely be quite

umpy.

“¥ * * yolatile or unsteady money growth rates increase uncer-
tainty, thereby inducing individuals to request a risk premium in the
form of a higher real rate to protect them from adverse interest rate
movements. Failure of the Federal Reserve to provide a reasonably
steady rate of declining money growth can therefore explain both
the high and volatile short-term interest rates since October 1979.”

Anna J. Schwartz: “The Fed is operating in a fashion that pro-
duces uncertainty in financial markets. The markets react by demand-
ing and obtaining higher nominal interest rates than would be the
case if economic agents believed the Fed was not going to revert to
the form it has followed since the mid-1960s. When monetary growth
accelerates to 12.5 percent per year, as from May 1980 to April 1981,
what degree of confidence in the Fed’s commitment to noninflationary
monetary growth can markets have? The principal way the Fed can
bring interest rates down, without imposing another recession, is to
maintain the growth rate of money without the erratic swings that
have characterized it in the past 33 months. Of course, the spectre of
large deficits makes the markets nervous, and they should be reduced,
but basically the interest rate problem lies at the door of the Fed.”

J. E'rnest Tanner: “I must conclude that the high interest rates are
a result of lurching monetary policies and not due to slow steady
growth as the quantity theory advocates, nor are high interest rates
due to the expected Federal! Government deficits.”

David I. Fand: “In my opinion, monetary policy has only a small
role in the current high interest rates. I think the extraordinary
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changes in the economy are largely responsible for high interest rates.
The attempt to build up our defense would, all things equal, cause
interest rates—especially long-term rates—to rise. The reallocation of
resources toward defense, the relatively successful efforts to dis-
inflate the economy, and our inability to cut (non-defense) govern-
ment spending are key factors responsible for our high interest rates.”

John Makin: “* * * historically high real interest rates during
1981 resulted from a combination of unexpectedly slow money growth,
falling inflationary expectations and, to some extent, to a structural
change in the cyclical pattern of fiscal budgetary deficits attributable
to the sequence of tax cuts embodied in The Economic Recovery Act
of 1981. Given the long period of accommodative monetary policy by
the Federal Reserve prior to 1980, it was almost inevitable that actual
followthrough on a serious program of inflation control by lowering
and maintaining reduced money growth rates would produce transi-
tional increases in expected real interest rates. This proved to be the -
case. Further, these effects occur promptly while negative impact upon
nominal rates of reduced inflationary expectations occurs more grad-
ually as the Fed gains credibility regarding its determination to slow
inflation. Regarding fiscal poliey, typically the financial markets can
anticipate a drop in Federal budgetary deficits as the economy recov-
ers and private sector credit demands rise. However, a _schedule of
annual reductions in personal tax rates through 1984 and subsequent
indexing raises the possibility that this pattern will be broken and
replaced by a situation where Federal budgetary deficits may rise
during a recovery. The expected collision of private and public bor-
rowing demands results in an expectation of historically high real
interest rates.

“There is very little the Fed can do beyond what it is doing to reduce
interest rates, save for an improvement 1n operating procedures which
would, perhaps, result in somewhat less volatility of interest rates.
Reductions in interest rates below levels prevalent now in August of
1982 will come fro mtwo sources. First, a broadening conviction of the
Fed’s determination to keep money growth at a level consistent with
low and stable inflation. Second, and this event is by no means certain,
a resolution of the uncertainty regarding a change in the traditional
cyclical pattern of Federal budgetary deficits.”

Raymond E. Lombra: “* * * the Fed has been following a path
which is consistent with interest rates moving lower over time, Con-
siderable improvement was, of course, experienced over the summenr.
More recently, the evidence of increased fiscal discipline which has
surfaced has helped to sustain the downward movement in rates. Tak-
ing these developments into account and remembering past experience,
suggestions about raising money growth further should be strongly
rejected ; whatever temporary relief was fostered would be more than
swamped by the untoward effects of the resulting erosion of the Yed’s
hard won creditability.”

William G. Dewald: “High real interest rates that persisted
through mid-August 1982 were largely though not wholly accountable
to Federal Reserve policies that contributed significantly both to the
level of inflation and to uncertainties with respect to its future course.

wx * * What the Federal Reserve needs to do now is to hold to a
noninflationary monetary growth rate such as it has (inadvertently ¢.)-
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achieved in the period February—June 1982 (1.3 percent M1 growth at
an annual rate). The historical record indicates that an M1 growth of
3—4 percent would be noninflationary. Having achieved this and more
(perhaps at a cost of slow real growth the remainder of this year), to
keep interest rates falling, the Federal Reserve needs to stay with a
noninflationary monetary growth policy.”

Addendwm: From June to mid-November (1982), M1 grew $25
billion or 5.5 percent. That works out to 15 percent per annum. If this
latest surge in money growth is not stopped promptly, a new wave of
inflation and rising interest rates is almost certain to occur as the
recovery from the 1981 to 1982 recession proceeds.
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The Honorable Roger W. Jepsen
Vice Chairman

Joint Economic Committee
Washington, D.C. 20510

Dear Vice Chairman Jepsen:

Thank you for your letter posing several questions
regarding monetarism and the Federal Reserve's conduct of
monetary policy. As we agreed, in the interests of an orderly
process and to avoid unnecessary duplication of effort, I am
responding on behalf of my colleagues in the Federal Reserve to
whom you addressed your letter after consultation with them.
The enclosed reply represents the consensus of views, with the
exception of one member of the group who supplied alternative
outline replies to your questions 1 and 2, which are attached
at the end.

I would also like to take this opportunity to comment
on some very recent developments which have been the subject of
considerable speculation in the press and which bear on your
inquiry. . . .

_ As you know, pursuant to the Full Employment and
Balanced Growth Act of 1978, the Federal Reserve establishes
and reports to the Congress annual target growth ranges for
several monetary and credit aggregates.

Last Pebruary the Federal Reserve established a target
range for each of the aggregates. In the course of the year, I
have had several occasions to comment on the relationship of
these target ranges to the financing’ needs of economic recovery
consistent with continued progress toward price stability and
on the need to take into account the behavior of several
monetary aggregates and other variables in assessing the course
of monetary policy. In restating the targets in July, I com-
mented with some emphasis on developments in velocity and the
possibility of exceptional demands for liquidity in a period of
economic uncertainty and transition. I have indicated on a
number of occasions that the Federal Open Market Committee
would be satisfied with growth of the aggregates around the
upper end of their ranges and would tolerate for a time growth
at a faster pace if this appeared to be motivated by pre-
cautionary demands for money. In this regard, I would note
that the level of Ml for the last week in September was within
a few hundred million dollars of the level implied by growth
through the year at a 5-1/2 percent rate.

(25)
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At its last meeting, the POMC was faced with the
almost certain expectation that the measurement of M1 over much
of the remainder of this year would be distorted first by the
passage of funds in maturing All Savers Certificates through M1
transactions accounts on their way to other investments and
later by the introduction of a new money market fund-type
account at depository institutions pursuant to the Garn-

St Germain legislation. While the impact of the All-Savers
maturity should be transitory--a matter of a few weeks--the
introduction of a new deposit instrument is still more problem-
atical in amount and timing' (although the probability seems to
be that it will depress, not increase, M1 growth). In either
case, relying directly on M1 to build the ®"path" for the pro-
vision of reserves would give arbitrary results for the current
period. Hence, deemphasis for a period of time seemed the only
practical approach.

In view of all this, the Committee determined that. for
an interim period, while these distortions work themselves out,
greater operational weight will be placed on M2 and lesser
weight on M1. Obviously, we will glean what evidence we can
from the M1 data--for instance, if the early October bulge did
not subside, that would need to be taken into account in pro-
viding reserves, but we had no way of estimating in advance
just how large the bulge would be. Despite what the press has
reported, that is all there is to it with respect to M1, just
an adjustment in operating procedures to take account of an
expected series of technical developments.

I have discussed these points at greater length in a
recent speech, excerpts of which I've enclosed for your infor-
mation. This series of events, in my view, is a concrete
illustration of "the practical monetary-oriented targeting
approach pursued by the System,” that I refer to in reply to
your question 3.

] If I can provide any additional information on this
matter, please contact me.

sigcérely,
/ .

'

Doy L
folth AL et
Enclosures



1. Wwhat is "monetarism®?

I'm not aware of any generally accepted all-purpose
definition of the term. As a practical matter, I believe it
would be fair to characterize it as referring to a view that
monetary policy should be framed solely or primarily in terms
of growth of certain money stock measures, which are presumed
to bearAreasonably stable relationships to other key economic
variables, especially--over the medium or lohger run--prices.
Monetarists often view relatively sustained acceleration versus
deceleration in money growth as_a‘key factor explaining major
cyclical movements in the economy but emphasize that over time
monetary growth will be reflected in prices rather than ;utput.

Within that general framework, “monetarists” may’
differ in emphasis on particular measures of money, on the
length and nature of lags in effects on prices, on impacts on
the "real® economy, and on relationships between money and
interest rates. Whether a particular analyst considers
himself, or is considered by others, to be "monetarist”® often
depenﬁs upon judgments on these matters. "Monetarismn® is
typically associated with those giving little or no weight to
factors bearing on the price level other than "money."

"Monetarism®" is also often associated with emphasis on
technigues to control the money supply by controlling the
.- growth of some aggregate of rgsetves, rather than by attempting

to set the level of short-term interest rates.
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2. Are changeé in the demand for money frequent enough,
large enough, and sufficiently long lasting to vitiate
the usefulness of "monetarist® monetary policy? Wwhat
about changes in real output?

Changes in the demand for money in relation to the
nation's income, unless of moderate dimension and quickly
reversed, would tend to vitiate the usefulness of what might be
called a "strict" monetarist approach--that is, one in which
the monetary authority sought to hold very precisely to a pre-
determinéd monetary growth path in both the short and long
run. While there is some difference of professional~opin16n on
this matter, research done by economists inside and outside the
Federal Reserve System on the whole appears to confirm the
common impression that in the past decade, which has been
marked by major changes in financial institutions and cash
management practices, there have been appreciable shifts from
time to time in the public's demand for money to finance trans-
actions or to hold for precautionary or liquidity reasons at
given levels of income and interest rates. 'If ignored in the
implementation of policy, these shifts would lead to a policy
that was, depending on the direction of the shifts, either
ftighter"or "easier™ than intended in terms of impact on the
real economy or prices. One significant consequence of an .
effort to enforce strictly predetermined money growth targets

in the face of appreciable shifts in money demand would be
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greater instability in interest rates. However, as long as
there is sufficient flexibility in implementation of policy to
take account of ongoing changes in the public's attitude toward
money, monetary aggregates within a reasonable range can
provide a practicable long-run indicator of policy intent.

When the demand for money changes because of changes
in real output,_adherencé to a given monetary target path would
tend to result in cyclical variations in interest rates that
help to stabilize growth in economic activity. Interest rates
would tend to rise as the pace of economic activity quickened
and to fall as 1t.slowed. In that respect, use of monetary
targets may represent a relatively efficacious approach to
stabilizaiion policy when there may be unexpected shifts in the
public's demand for goods and serviceé at given interest rate
levels. An adjustment of monetary targets might be desirable,
héwever, when there are unanticipated "supply shocks" to the
economy, such as an OPEC oil embargo--but this is a complex
issue requiring attention to the particular circumstances.

More generally, if price responses to monetary growth
are long delayed and relatively weak, and output changes
pronounced and lasting, the case for strict application of
"monetarism® is weakened, at least unaccompanied by other
policies directed towards those problems. Basic differences of
- opinion on this score underlie much of the controversy about

"monetarism.”
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3. 1Is it correct to say that the Pederal Reserve has bheen
following a "monetarist® policy since October 19797

The Péderal Reserve has been focusing on the monetary
aggregates as intermediate targets for policy since the early
1970s8; since 1975, Congressional directives have required that
the Board report objectives for monetary expansion. The change
in October 1979 involved the means of implementing monetary
policy; greater reliance was placed on control of the reserve
base as the means of achieving desired monetary growth. That
change was in a direction advocated by many "monetarists.”

The change in operating technique should not, by it-
self, necessarily be viewed as "monetarist" in the strict terms
indicated earlier, however. Such a judgment depends upon the
degree of flexibility with which monetary objectives are pur-
sued, including efforts to take account of perceived shifts in
the public's attitude toward money.

In 1981, for example, the Federal Open Market Com-
mittee, responding to indications that changes in cash manage-
ment behavior were reducing the public's desired holdings of M1
at given levels of interest rates and GNP, lowered its sights
at midyear to the lower end of the target range initially set
for the year. More recently, the System did not seek to
reverse immediately a late-1981, early-1982 bulge in Mi that

* was concentrated in NOW accounts and seemed to be related
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largely to increased desires for liquidity on the part of the
public during a period of economic uncertainty. Moreover, the
POMC has indicated its desire, in light of developments in the
first half of the year, to see M1 grow at around the top end of
its 1982 growth range; it als§ has indicated its willingness to
tolerate movements above that range in the months ahead if
economic and financial developments suggest a persistence ofp
unusual precautionary demands for money.

This sort of flexibility--tﬁé willingness fo look at
all of the available information and to alter the monetary
growth objectives in the light of current judgments=--does not
accord with the usual views of "strict" monetarists, but it is
fundamental to the practical monetary-oriented targeting
approach pursued by the System.

As indicated, the change that actually occurred in
October 1979 was one involving the procedures employed in the
pursuit of monetary targets. Up to that time the System
focused on short-term interest rates, influenced through open
market operations, as the day-to-day "operating target® for
policy. We took action to raise or lower money market rates as
needed to encourage the public to alfer its cash holdings to
the targeted level. In late 1979 we decided instead to employ
nonborrowed reserves as the day-to-day operating target, and
- let interest :afes fluctuate on their own. By focusing open
market operations more directly on the growth of reserves in

the banking system, we expected to attain a better control of
money growth over time. Thus this change could be said to be

more "monetarist,® but much depends on the manner and on the
xind and degree of judgment used in applying the control tech-

niques.
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4. Did implementation of the Credit Control Act in March 1980
interrupt the "monetarist" policy announced in October
1979, and how would you characterize Ped policy since that
time?

The public's reaction to the credit control program
was unexpectedly sharp. The marked contraction in borrowing
after the program was instituted, and the resurgence in
borrowing as it was unwound, led to sizable fluctuations in
money balances and interest rates-~first downward then upward.
While the credit control program contributed to short run vari-
ability in money, our aim over the period was to keep money
growth on track on average and over time. Certainly the use of
explicit credit restraints was not, in itself, monetarist.
While the monetary aggregates were in fact thrown off course
for a period, those restraints in conception were considered
supplementary to, rather than inconsistent with, the techniques
announced in October 1979. Thus, that episode is not appro-
priately viewed as an "interruption® in policy intentions with

respect to control of the monetary aggregates.
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5. If not, then what change actually occurred in October 1979,
and how would you characterize Fed policy since that time?

As I noted above, in responding to question 3, what
occurred in October 1979 was a change in operating procedures
undertaken to improve monetary control.- I would say that our
policy has been, ard remains, one of containing the growth of
money and credit to a rate consistent with reducing infla-
tionary pressures in the economy and laying the groundwork for

a sustained, balanced economic expansion.
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6. How do you feel about moving toward a "price rule® for
monetary policy? ’

I interpret "price rule" to involve the price of goods
and services, rather than an ;nterest rate or exchange rate. I
think there is a good deal to be said in principle for placing
a focus on the general level of prices over time as an ultimate
guide for monetary polic{. Economists of many theoretical
persuasions would agree that, over the long run, the greatest
impact of money is on the price level. The difficulty I see,
as a practical matter, is that this relationship may be a
long-term one, and tﬂat therefore current price movements--
whether of broad price indexes, of limited "baskets" of
commodities, or even of single commodities like gold--may not
be uniguely useful as guides for policy in the short run.

We certainly pay close attention to price movements
and trends in assessing the impact and appropriateness of our
actions, and some of us believe clear articulation of price
stability as a basic long-run goal is helpful. However, the
realities of_the'structure of the economy would make a rigid
short-run price rule a potentially counterproductive approach--
one that might result in greater monetary and economic

instability.
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7. To what extent is monetary policy, as currently conducted
by the Fed, responsible for high interest rates, as opposed
to fiscal policy, and what policy changes, if any, should
the Fed make today in order to reduce interest rates?

Interest rates are determined by a complex interaction
of many forces, including monetary and fiscal policy, but
private behavior--including expectations of inflation--is often
critically important. For instance, if at a time of strong
inflationary concerns and high credit demands the Federal

Reserve opened the monetary "tap” and poured reserves into the

banking system, any resultant lowering interest rates would

likely be short-lived. Perceptions that the Federal Reserve
was abandoning anti-inflationary restraint would quickly lead
to renewed upward pressures on interest fates as people came to
expect more rapid price increases and acted accordingly,
increasing credit demands in the process and reducing savings.

Within the context of a longer-range policy of
restraining money growth to damp inflation, fiscal policy looms
large as a cause of high interest rates. The Treasury, in
meeting the government's credit needs, must bid funds away from
potential private borrowers and this competition for a limited
pool of savings boosts interest rates above levels that would
otherwise prevail. Moreover, intermediate- and lqng-term
yields tend to reflect investors' expectations of future credit

- market pressures, so0 that the current prospect of large,
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perhaps growing, federa1 budget deficits as the economy
recovers is a major factor holding rates in some sectors of the
markets higher than they otherwise would be. At the same time,
the prospect of such large deficits and of sustained tensions
in credit markets causes some people to fear that at some point
the Federal Reserve will deviate from its course of restraint
and engage in an inflationary "monetization® of the debt, and
this also tends to maintain a substantial inflation premium in
long~term rates.

These responses may be damped in degree when the
economy is weak and inflation is perceived to be slowing. With
more confidence in the medium-~ and longer-term price outlook,
and with private credit demands sluggish, increases in the
money supply might normally be associated, at least for a time,
with lower interest rates, and future Treasury borrowing might
ﬁhen be a less acute concern. In particular circumatances,
these potential reactions are a matter of judgment. 1In any
event, lasting relief from high interest rates requires that
the Federal Reserve maintain a credible posture of anti-
inflationary restraint. To the degree that is achieved,
greater flexibility in management of the money supply in the
short-run is possible, consistent with lower interest rates.
Meanwhile, the Congress and the Administration can help to
. alleviate the pressures on rates by moving forward with their

efforts to restore fiscal balénce.
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DISSENTS ON QUESTIONS 1 AND 2 BY A FEDERAL

RESERVE OFFICIAL

Question 1: “What is Monetarism?"

Several journal articles have attempted to summarize the

principal

distinguishing scientific hypotheses that characterize

a monetarist view. Generally, these hypotheses concern the

effects of changes in money stock growth on economic performance.

Some central hypotheses for monetary policy in the U.S. are
detailed below.

(1)

(2)

(3)

(4)

Monetarists emphasize that inflation is a monetary
phenomenon. An anti-inflation policy is inherently
one that sustains a relatively lower rate of growth
of narrow monetary aggregates.

Monetarists emphasize that accelerations or
decelerations in money growth have relatively quick
impacts on aggregate demand, with their permanent
impact on inflation occurring with a longer lag.

As a result, accelerations or decelerations in
money growth are a key factor in cyclical movements

~in output and employment.

Monetarists emphasize the direct link between
inflationary expectations and nominal interest
rates. Since inflation is largely determined by
the pace of monetary expansion, interest rates tend
to fluctuate in the same direction as the growth
rate of the money stock, rather than inversely.

Monetarism also involves the study of money stock
control, since variations in money stock growth
have important effects on economic performance.
Such research tends toward the conclusion that
central bank procedures that control the money
stock directly (i.e., through manipulation of some
part or all of reserves or the money stock provided
by the central bank) rather than indirectly

_(through influences on short-term interest rates)

are likely to be simpler, more successful, and
therefore more credible.



Question 2: "Are changes in the demand for money frequent enough,
large enough, and sufficiently long lasting to vitiate the use-
fulness of "monetarist" monetary policy? What about changes in
real output?"

The answer to this question should include the following
points:

(1) The evidence on the nature of money demand shifts

is not as conclusive as the response implies.

There is, in fact, evidence indicating that the
demand for money function has not been subjected to
large, frequent nor unforseen shifts during the
past few years. This evidence is found directly in
formal studies on the money demand relationship and
indirectly in studies that have shown the M1-GNP
link to be reliable during the past few years.

(2) Although large, frequent, unforseen shifts in the
demand for money may cause problems under a
monetary aggregate targeting procedure, the
alternative--interest rate targeting--is not
necessarily preferrable. The relationship between
interest rates and economic activity may have
weakened at the same time.

(3) Instability in the money demand relationship, to
the extent it exists, is, in large part, the
outcome of a reaction to high rates of inflation,
interest rates and attempts by institutions to
circumvent restrictive regulations on interest rate
payments. A monetary targeting approach that

. reduces future inflation also reduces future
interest rates and, consequently, the impetus to
innovate. -
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Honorable Roger W. Jepsen
Vice Chairman

Joint Economic Committee
Congress of the United States
Washington, D.C. 20510

Dear Senator Jepsen:

Your letter to me of August 5 posed questions with far-
reaching significance for the future economic health of our coun-
try. I appreciate this opportunity to present my views.

In response to your first question, "What is Monetarism?"™ I
think one can say, we are all monetarists now if attention to
monetary growth as a cruclal factor for economic health is a
criterion. Somewhat tongue-in-cheek, but not wholly in jest, I
have worked out the following method of classifying monetarists,
which I hope may provide some enlightenment as well as amusement:

Some Modern Varieties of Monetarists

(An elaboration of the statement we are all monetarists now...)

Name of Type Brief Description
Exaggerated or naive There is a strong short-run correlation
monetarist (99.9% is not surprising) between the

money supply, money GNP, and the price
leve

Cameo monetarist Glad to make an appearance on behalf of
control of the money supply and many
. other economic variables. In general,
everything matters.

Assymmetric monetarist Money growth is very difficult to mea-
sure; and if you could measure it, it
doesn't matter much, except when it's
too slow. Then it matters very much.

Creeping assymmetric Regardless of the present rate of money

monetarist growth, it could be just a little faster
(by 1 percent or 1 1/2 percent) without
causing inflation, and that would be the
correct growth rate.



Commodity target
monetarists

Distant target
monetarist

Changing target
monetarist

Conventional
monetarist
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Scrupulously manage the quantity of mo-
ney in circulation by having the govern-
ment buy and sell a commodity (or group
of commodities) to offset any signifi-
cant changes in the price of the commod-
ity from a given pegged price range.
This requires the government to carry a
large inventory of the commodity, a re-
quirement that can be very rewarding to
those who own or can produce sufficient
quantities of the commodity. Gold can
be used as such a commodity, with the
target price set near some present mar-
ket price (with world prices of gold gy-
rating, this is called "pinning the tail
on a wild donkey”) that will not be so
low relative to the market price as to
cause a depression nor so high as to
cause a massive inflation during the ad-
justment period. Ignore changes in the
supply of gold (perhaps engineered by
world's largest producers, the Soviet
Union and South Africa). Some advertise
this extreme quantity rule (much more
rigorous with respect to short-run con-
trol of the money supply than that of
the conventional monetarist) for money
as a change to a quality, not a quanti-
ty, rule.

Conduct daily Federal Reserve open—
market operations, using the price
level, the quantity of aggregate

credit, or other targets that are more

distant targets than the growth of the
money supply, as signals for changing
the money supply. The transmission
mechanism and effects from changing
today's money supply (that may not fully
affect these targets until as many as
two years later) on the economy need to
be examined.

One who advocated fast money growth to
bring down interest rates and saw the
rates fall with slow money growth. How
about real interest rates?

There has been in the U.S. in the post-
World wWar II period a rough but persuas-
ive relationship between money growth
and real economic growth 3 to 6 months
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later, and between money growth and the
price level in the neighborhood of 1-1/2
to 2-1/2 years later. Neither the tim-
ing of the relationship nor the future
condition of the economy are known with
enough precision to follow an anticycli-
cal policy. Some conventional monetar-
ists want a rule of roughly constant
monetary growth using 3 to 6 month aver-
ages as a measure. Others advocate a
more flexible policy during depressions.

since we have been in charge of monetary
policy during long periods of fast and
slow money growth, we absolve ourselves
from substantial responsibility over
money growth by emphasizing that even
though we like and support monetary
targets, money doesn't matter very much;
even if it did, we can't measure it very
accurately; and even if we could, we
can't control it very much.

When inflation is reduced, speed up
money growth to cure unemployment, and
when unemployment is reduced, slow down
money growth to cure inflation. If the
result is a period of stagflation --
high inflation with unemployment --
fight unemployment with fast money
growth,

Base control of the money supply on many
targets, such as interest rates,
monetary targets, the price level, out-
put, and so on. Where conflicts arise,
make a decision.

Manage the money supply so as to peg
market interest rates at a desired
level. 1If the desired level is below
market rates, have faster money growth,
and if the desired level is above market
rates, immediately restrict the money
growth. 1Instead of an adjustment in
interest rates, the government will ad-
just money growth. This system was
essentially followed by the Federal
Reserve for many years. It can be
compatible with a desired level of money
growth if the market rates of interest
can be predicted in advance on a daily
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basis. Since bond markets have been
found to exhibit nearly random fluctua-
tions in price, that type of prediction
is not now feasible.

In response to your second question -- "Are changes in the
demand for money frequent enough, large enough, and sufficiently
long lasting to vitiate the usefulness of 'monetarist' monetary
policy? What about changes in real output?” -- one can begin by
looking at the ratio of money (M1l) to nominal GNP, a ratio called
velocity. Over the period of a quarter of a year, it bounces
around from all manner of causal factors. For example, a rapid
increase in the money supply will cause individuals to temporari-
ly hold more money. This is an increase in the demand for money
and a reduction in the velocity of money. Trying to offset these
short-run changes in the demand for money with changes in mone-
tary growth produces increased disturbances in the short-run
demand for money.

The central bank has complained of the difficulties in
determining the proper path of money growth engendered by changes
in the demand for money. It has also been reluctant to adopt
improved control procedures for the money supply, and has added
to the confusion by inventing and then abruptly abandoning new
types of monetary aggregates such as M1+ and M1B adjusted. All
of this tends to obscure the failures that the Federal Reserve
has experienced in adhering to its announced targets.

Three-year averages of the rate of change of velocity have
been close enough to a trend line to determine that rapid in-
creases in the money supply or sharp decelerations are very harm-
ful to the economy. A moderate rate of M1 growth with the
assurance that fast money growth will not again be the result of
future Federal Reserve actions, and the immediate implementation
of the appropriate monetary control procedures, would be very ben-
eficial to the economy. We would not have to pay again the devas-
tating costs of a recession caused by the need to bring monetary
growth back down near noninflationary levels., Although a rapid
surge in money growth may spur output and reduce unemployment in
3 - 7 months, that policy would require another costly adjustment
period.

I think it is an essential part of disinflationary monetary
policy to aid poor citizens, who are significantly injured by it.
As a general welfare program for the future, we should rational-
ize our welfare programs and stop the present disorganized slash~
ing that is perceived to be a threat by large segments of the
population. Scrap most of the present welfare programs and put
in place a negative income tax of the type advocated by both poli-
tical parties during the Nixon-McGovern presidential contest.
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(The national experiments that examined the negative income tax
were fundamentally flawed.)

In answer to questions (3) -- "Is it correct to say that the
Federal Reserve has been following a 'monetarist' policy since ’
October 19792", (4) °Did implementation of the Credit Control Act
in March 1980 interrupt the 'monetarist' policy announced in
October 1979? If so, how and for how long?”, and (5) "If not,
then what change actually occurred in October 1979, and how would
you characterize Ped policy since that time?" -- I believe the im-
plementation of the Credit Control Act in March 1980 disrupted
monetary policy, to say nothing of the hardships it caused on
credit card owners who had their outstanding credit balances sud-
denly reduced or eliminated under a false banner of fighting infl-
ation. The public increased the ratio of cash to deposits it
held over what it would have held, causing the money supply to
contract sharply. The Federal Reserve failed to adopt proper
money supply control procedures following its announcement in
October 1979 that it would concentrate on controlling the money
supply. To avoid going through the lower bound on its interest
rate target range, it violently contracted the money supply and
thereby helped to drive the economy into a ditch, increasing
unemployment to 7.5 percent by May 1980. The results of the
implementation of the credit control act, combined with poor
monetary control procedures and the effect of an election year on
our monetary managers, were especially unfortunate.

The chairman of the Pederal Reserve testified to the
Congress in the summer of 1980 after five months of negative
growth in Ml that they would not reinflate (Budget Committee of
the U.S. Senate, July 24, 1980). The Federal Reserve had already
begun to inflate with record money growth up until November 1980.

E? successful in moving money growth toward lower average lev-
--—-"els, The record is marred by long episodes of monetary growth in
different directions away from that general trend.

e The Federal Reserve policy since October 1979 has generally
;:ﬁaéen

In response to question (6) -~ "How do you feel about moving
towards a 'price rule' for monetary policy?" -- see the explana-
tion of the distant target monetarist in the table. Of course,
the ultimate targets include long-run price stability, but as an
operating tool for daily monetary policy, it would be a disaster.
We simply do not know enough about the linkages between daily
monetary operations and the price level to use the price level as

the proximate operating target.

In response to question (7) -- "To what extent is monetary
policy, as curfrently conducted by the Fed, responsible for high
interest rates, as opposed to fiscal policy, and what policy
changes, if any, should the Fed make today in order to reduce in-
terest rates?" -- I would first put fiscal policy in perspective.
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A borrowed deficit is financed by selling Treasury debt
instruments to the public. The effect of suddenly increasing
the supply of debt instruments is to temporarily reduce their
price -- which means their yield or interest rate rises. The
supply of loanable funds (new money growth plus saving out of
current income) is not permanently curtailed, since the funds
borrowed by the government are respent in the form of deficit
spending. The result is that interest rates are temporarily but
not permanently altered by a sudden large borrowed deficit.

The effect of fast money growth that can also be used to
finance a deficit is well known; we are paying for past fast
money growth policies now.

In addition, one must look at active deficits (deficits
caused by new spending programs) and passive deficits (deficits
caused by a reduction in inflation and economic growth which low-
er taxable income growth). Passive deficits generate less pres-
sure on interest rates than active deficits (which can also crowd
out private investment as can higher taxes and fast money
growth) .

A better perspeétive than a view confined to deficits is ob-
tained by looking at how total government spending is financed.
It can be financed by:

1. Money creation,
2. Borrowed funds, or
3. Taxes.

To proclaim that the first two methods of finahcing spending
(which are labelled “deficit financing®) have less detrimental ef-
fects on the economy than the third, taxes, can be a misleading.
The interest rate effect of financing by borrowing or the infla-
tionary effects of finance by money creation can be harmful to ec-
onomic growth and so can tax increases. The attempt to garner
more resources into the public sector, whether it be for defense
or welfare programs, will pull down private savings and temporari-
ly raise real interest rates. Tax increases that tax private in-
come, so that less is saved, can temporarily achieve this result;
although, since they reduce output, real interest rates will fall
with the subsequent decline in spending.

These real interest rate changes for the range of deficits
the U.S. has been experiencing since the 1950s (as a percent of
GNP), have been completely overshadowed by fast money growth as
an influence on market rates of interest.

To achieve a steady moderate rate of money growth, the
Federal Reserve must immediately adopt appropriate control proce-
dures for the money supply. To ensure that money growth does not
return to a level that again debases our currency and requires a
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recession to correct, rules for preventing future fast money
growth must be imposed on the Federal Reserve. The Federal
Reserve must be required to abandon the roller-coaster policy of
alternating lengthy periods of fast money growth followed by slow-
er money growth which it has implemented at least since 1976.
There seems little prospect that such a change of policy will be
effectuated without a legislative mandate.

Sincerely,

Robert D. Auerbach, President
Robert D. Auerbach, Inc.
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THE

GEORGE
WASHINGTON
UNIVERSITY

Washington, D.C. 20052 | Department of Ecoromics

August 20, 1982

The Honorable Roger W. Jepsen
Vice~Chairman, Joint Economic Committee
Congregs of the United States
Washington, D. C. 20510

Dear Senator Jepsen:

Thank you for your recent letter requesting my response to a series

of questions on the relationship between interest rates and Federal
Reserve policy. This is certainly an appropriate time to examine more
closely this relationship given what appears to be an increasingly vocal
opposition to the policies announced by the Federal Reserve in October of
1979, What particularly disturbs me is not the opposition to Federal
Reserve policy but the presumption that since the October announcement,
the Fed has been pursuing a monetarist policy. It further disturbs me
that this presumption then serves as the basis for the view being ex-
pressed by some that the high interest rates during the past few years
are a sign that monetarism has not worked and that now is the time for
the Federal Reserve to return to its old pattern of accelerating monetary
growth whenever interest rates are rising or not as low as one would like.
To me, such a view reflects an inaccurate understanding of monetarism

and a failure to appreciate the historical record regarding the Fed's
performance when it comes to constantly manipulating the monetary

brake and accelerator.

In addition to my response to your questions, I am enclosing a copy of
a recent paper I have written entitled, "A Primer on Budget Deficits,”

which may be of interest to you. If I may be of any further assistance,
please contact me.

Sincerely yours,

alam\(,«/o’m

James Barth
Professor of Economics

JB:el
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"Federal Reserve Policy and High Interest Rates”
Dr. James R. Barth

Department of Economics
George Washington University

What is Monetarism?

Monetarism is essentially the view that the economy 1is inherently

more stable without government interventionist policies than with such
policies. This does not mean that monetarists believe that business

cycles would be nonexistent if it wera’ not for the active use of demand manage-
ment policies by the government. Instead, it is believed that in a world
of uncertainty and thus limited information attempts by the government

to smooth cyclical movements in real output only amplify those movements.

If the government were' to replace activist fiscal and monetary policies
with f.ixed rules there would still be business cycles, but it 1s believed
that the remaining cycles would be significantly smaller in magnitude.

The reason for this belief 1s based on the notion that in a world of
uncertainty economic agents act based upon the information that is available
to them. By following fixed rules that are known to economic agents, then
more information is available to be processed so that informational errors
can be reduced. The result is a more efficient allocation of resources

and reduced fluctuations in output.

Of course, nothing that has thus far been said implies that monetarists
are opposed to all government activities. All that has been said is that
monetarists oppose the active use of fiscal and monetary policy in an attempt
to stabilize the economy. There is still an important role to be played by
the government. Once this role has been decided upon, however, it should
be financed by setting tax rates to obtain the necessary revenues. This
means that the budget would be balanced on average, with surpluses occurriné
during the cyclical downswings. At the same time, monetary policy would
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provide for a moderate and steady rate of money growth, thereby constraining
inflation while simultaneously providing the money balances necessary t-o
accomodate an ever expanding volume of transactions.

Finally, by believing that fixed rules are preferable to activist policies
for dealing with business cycles, in no way precludes a change in these rules.
Over time, technological and productivity changes may dictate a modification
in the specific rule that is implemented. But such modifications would be
expected to occur only over longer periods of time, not on a frel:'luent basis

reflecting normal cyclical factors.

Money Demand Shifts

It is claimed by some that changes in the d d for money are "frequent -
enough, large enough, and sufficiently long lasting to vitiate the usefulness
of 'monetarist' monetary policy.” This claim is based upon the notion that
if the monetary authorities adopt a fixed money growth rule, then all
fluctuations in nominal gross nationmal product can be reduced.if the monetary
authorities actively try to manipulate the money supply so as to offset as
much as possible any fluctuations in velocity. The major problem with this
view is that it requires that one be able to anticipate all fluctuations
in velocity, or shifts in money demand. This, of course, is not humanly
possible. In such a situation, one would attempt to determine the anticipated
movements in velocity, or momey demand shifts, fully realizing that there will
also be some unanticipated movements. There is considerable empirical
evidence bearing on just this issue. Specifically, it is reasonable to view
velocity as growing at an historically determined trend rate (the anticipated
component);, with random deviations about that trend (the unanticipated
component). Based upon this view, the monetary authorities cannot consciously
manipulate the money supply so as to offset all movements in velocity,
because some of the movements are random and thus cannot be anticipated. But
by persisting in the attempt to do so, the monetary authorities can make
matters worsé. Constant r@ersals in money growth rates can generate
changing inflationary expectations and thereby lead to greater money demand
shifts than would otherwise occur.

In sum, the weight of the evidence does not support the view that a
monetarist prescription for monetary policy is useless due to frequent, large,
and long-lasting shifts in money demand. The same conclusion applies to~

changes in real output.
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Announced Federal Reserve Policy Since October 1979

On October 6, 1979 the Federal Reserve announced that it was changing
its operating procedures to control the money supply. Prior to that time,
the procedures being implemented were aimed at controlling interest rates.
Since that historic announcement the record does indeed indicate that
the Federal Reserve has reduced the average growth rate in the money supply.
But this fact is insufficient to conclude that the Federal Reserve has been
following a monetarist policy. The reason is that rmn:net:az‘:l.em 1is based on
the view that the PFederal Reserve should pursue a policy that leads to a
moderate and steady (and thus predictable) rate of money gx:owth. A growth
rate in money that is on average moderate but wildly unsteady is mot con-
sistent with monetarism. /T/he record for money groirth rates since October
1979 clearly indicates tha;: the Federal Reserve has slowed money growth, ~
but has not done so in a steady fashion. It is therefore totally unfair to '
say that the Federal Reserve has been following a policy fully in accord
with monetarism since October 1979.° -

The March 1980 Credit Control Act

As a part of President Carter's new anti-inflation program announ;:ed
on March 14, 1980, the Federal Reserve imposed selleccive credit controls )
under the first application of authority granted it by the Credit Comtrol
Act of 1969. These controls were essentially phased out by the Federal Reserve
in July 1980. Given the timing of the imposition and elimination of the
controls, it is no accident that money growth (M1B) plummeted at a negative
annulaized rate of 16.8 percent in April of 1980 and then exploded at a
positive annualized rate of 21.6 percent in August of 1980. Interestingly
enough, as money growth declined during the spring quarter so did nominal
GNP (-1.1 percent) and when it rose during the summer quarter so did nominal
GNP (11.8 percent). -Although the initiation and termination of the credit
controls no doubt explains part of the pro-cyclicality of money growth and
nominal GNP growth, the pro-cyclicality was not confined to this short-lived
period nor indeed to just 1981. At most, therefore, the imposition and
elimination of credit controls explains the wide svings in money growth
rates during the second and third quarters of 1980. The controls cannot,
hove;ler, explain the substantial ungteady growth rates in woney during the

entire post-October 6, 1980 period’.)
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Finally, the experience with credit controls during 1980 has provided
important additional evidence that substantial swings in actual money growth
rates may be due to money supply shocks, not just money demand shifts as

many have contended.

Actual Federal Reserve Policy Since October 1979

Until Oetobet 6, 1979, the Federal Reserve essentially set targets for
interest rates and allowed money supply to adjust to money demand. Since
then, however, this process has essentially been reversed. The Federal
Reserve now sets targets for money growth and allows interest rates to fluctuate.
Mever, the particular operating strategy chosen by the Federal Reserve
to implement this policy depends crucially upon interest rates. The reason
is that to achieve its money targets the Federal Reserve sets targets for
non-borrowed reserves. These latter targets are based upon the Federal
Reserve's forecasts for money demand and borrowed reserves, which in turn
are deﬁendent upon interest rate forecasts. Any errors made in predicting
interest rates will therefore cause money growth to deviate from its targeted
path. Many contend that all of the errors that occur are due to unpredictable
shifts in money demand and/or difficulties in estimating the borrowings
relationship. However, this viewiover;l.ooks the fact that swings in wmoney
_growth rates could be due to money supply shocks, not just shifts in money
demand. More importantly, it fails to come to grips with the fundamental
issue of whether one can distinguish between movements in ipt:erest rates
that are longer-term and movements that are temporary. ILf not, then it is
not clear how the Federal Reseﬁe can achieve its money growth rate targets
based upon current operating procedures. For clearly the impact of interest
rate movements on money demand will differ depending upon whether they are
"permanent” or "transitory." The Federal Reserve will therefore wish to adjust
non-borrowed reserves differently for the two types of movements. But,
unfortunately, available evidence indicates that it is not cutrently possible
to forecast both types of movemem:s in interest rates. Since this is the case,
the Federal Reserve could be ovet-and/or under-reacting to its money demand ‘
forecasts and thus accentuating the swings in money growth rates. In other
words, the current operating procedures which focus on non-borrowed reserves
and rely hemﬂ.ly on money demand and borrowings forecasts could be making

the ups and downs in the rates of momey growth greater than they would be
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if a different operating procedure were being followed. Of course, the current
operating procedure is clearly sufficient for reversing the upward trend
in the rate of money growth that has prevailed during the past fifteen

years or so.

A "Price Rule" for Monetary Policy

Under a price rule for mometary policy, the Federal Reserve would pre-
sumably use its tools, primarily open-market operations, to stabilize an
index of prices. By stabilizing prices economic agents would be better able
to piedict prices._and thus make appropriate choices involving the allocation
of resources under conditions of uncertainty. The issue, of course, is
whether price level predictability is iméroved_ more by a passive money growth
rate rule or by an active manipulation of the rate of money growth so as to
achieve a targeted level of prices for a selected group of commodities. -
Under the latter approach, it is believed that the targeted prices would be
representative of and thus highly correlated with all prices. Based upon
available evidence, it seems to me that price level predictability is morxe
likely to be achieved by a fixed money growth rate rule than by a "price rule."

" However, one should not overlook the possibility that ev:l.dence>my change
this situation. ‘ ) ’ ’

High Interest Rates - Fiscal Vs. Monetary Policy

To begin, the Fedet;al Reserve 1s to be commended for having reduced
the av)eraga rate of money growth since October 1979. Despite those who argue
otherwise, now is not the time for the Federal Reserve to reverse this policy
and reinflate the economy by pumping up the money érmh rate. There are
finally signs that the credibility of the Federal Reserve is rising as it
continues to implement its announced anti-inflationary money growth rate
policy. And the only way to reduce inflationary expectations is for the
Pederal Reserve to pursue a policy that is credible. Bxpectétion about
future inflation depend mainly on what the public believes the Federal
Reserve will do in the future, which is not necessarily what the Federal
Resen}e says it will do. The problem is that the historical record reveals
a sizeable gap between the Federal Reserve's announcements and its actions.
It is therefore no surptise that the Fedéral Reseﬁre's credibility has
diminighed to the point that a demonstrated commitment to a stated policy
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over a sustained period of time 1s now required to con%ince the public that
business is no longer being conducted as usual. 'Any abrupt changes in monetary
policy today would only increase uncertainty and undermine the Federal
Reserve's attempt to establish credibility. While not making any basic
changes in its anti-inflationary policy, the Federal Reserve should, however.
provide for a more steady rate of money growth.

Now to discuss the extent to which "monetary policy, as currenmtly
conducted by the Fed, [is] resbonsible for high interest rates, as opposed
to fiscal policy." To deal with this issue, it is useful to realize that
nominal interest rates consist of two basic components: (1) a real component,
and (2) an inflationary expectations component. In other words, the nominal
interest rate essentially consists of a real interésf rate plus an inflation
premium. Until Qery recently, long-term rates of interest have been relatively
stable and high due to the failure of the inflation premium to decline as
woney growth has trended downward and considerably reduced inflation. This
failure is explainable, however. Fiscal and monetary policies appeared to
be headed for a major clash. The prospect of large and growing federal budget
deficits resulting from sizeable tax cuts without corresponding spending cuts
undoubtedly led people to believe, based upon past performance, that the
Federal Reserve would eventuglly monetize a large portion of these deficits,
thereby throwing in the towel on {ts anti-inflation policy. The public was
unpersuaded by all the Federal Reserve's rhetoric to the contrary. By adhering
to its basic policy, however, the Federal Reserve now appears to have established
sufficient credibility for inflationary expectations to be lowered, especially
since the President and the Congress haQe finally decided to take steps to
close the deficit gap (though admittedly by flip-flopping on t#xes rather
than further slowing the growth in government spending). To bring inflationary
expectations down further the Federal Reset§e must continue to ensure that
money will grow along a downward trending path. In this way, long-term
interest rates should move progtessively downwards, stabilizing close to
the real rate of interest. Unless the growth rate is also steady, hcwever,
the short-term interest rate and output paths will likely be quite bumpy.

As regards short—term rates of interest, there are the same two components.

Now, however, inflationary expectations apply to a relatively short period



into the future. This means that deviations in money growth rates from trend
will mainly determine the inflationary expectations embodied in short-term
interest rates. As rates of money growth fluctuate over the short-run this
will lead to corresponding fluctuations in inflationary expectations and
thus short-term interest rates. Furthermore, there is reason to believe

- that volatile or unsteady money growth rates increase uncertainty, thereby

inducing individuals to request a risk premium in the form of a higher real
rate to protect them from adverse interest rate movements. Failure of the
Federal Reserve to provide a reasonably steady rate of declining money growth
can therefore explain both the high and volitile short-term interest rates
since October 1979.

In sum, risk and inflationary expectations are important determinants
of interest rates. Both of these factors, moreover, are strongly affected.

] by the actions of the Federal Reserve. ~ To minimize the adverse impact of

these factors on interest rates the Federal Reserve _should adhere to a policy
of providing for a steadily declining rate of money growth. Ome should realize
that such a policy will not eliminate business cycles. But it should lessen
their a@erity and pro-vide more appropriate conditions for increased and

' sustainable long-term growth. Lastly, with respect to fiscal policy, once

the level of government spending has been determined tax rates should be
set 8o as to balance the budget, not each and every yeaf , but over the course
of the business cycle. In conclusion, one has to resist the temptation to
guccumb to the view that the Agovernment, through the constant and active
manipulation of its fiscal and monetary tools, can eliminate business cycles
and guarantee long-term prosperity. The weight of the evidence opposes this
view. 1In a world of uncertainty, where real interest rates are not even
observable except ex post or after economic decisions have been made, the
gﬁernmt should not add to this uncertainty, which on the basis of currently
available economic knowledge is best done by pre-announcing and then adhering
to fixed rules of beha‘}ior. Such a policy, it should be added, in no way
precludes the government from playing an important role in the econony,
including the ptoviaion of services to the truly needy and poor. -
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Buke Hniversity

DURHAM
NORTH CAROLINA
27708

osnmusﬁ{“k%u\l& T 4l August 11, 1982 TELEPHONE (919) 684-2723

The Honorable Roger W. Jepsen, U.S.S.
Vice~Chairman .

Joint Economic Committee

U.S. Congress

Washington, DC 20510

Dear Senator Jepsen:

I have a copy of your letter of August 5 addressed to someone élse, but pre-
sume from the envelope that I too am on your mailing 1ist and that your office,
1like others, is not error-free.

Let me now attempt to answer your seven questions, briéfly but I hope usefully:

1. Monetarism is the belief that control of the money supply 1s our best
"handle" for control of the entire macro-economy (income, employment, price
levels, interest rates, etc.). For more detail, see Thomas Mayer (ed.) The
Structure of Monetarism, especially the editor's own chapter.

2. It has been shown (Professor William Poole of Brown University is my
"authority" here) that when the demand for money shifts — or rather, when
there is a shift in demand between domestic money and other assets — the
resulting variation in income and employment 18 usually less when the mone-
tary authorities follow a constant-monetary-growth rule or stay on the pre-
existing money-supply function than when they try to hold interest rates com-
stant. ‘

The principal weakness of monetarism, as I see it, is tather the failure of
various "money supply" concepts to move together, so that it wmakes a great
difference which one the Federal Reserve uses. This is particularly true when
ingenious bankers, borrowers, and lenders are able to shift assets from con-
trolled to uncontrolled categories., In my view, the correct concept to use is
the so-called monetary base, over which the Federal Reserve has the largest
measure of control.

3. The Federal Reserve claims to have been following a monetarist policy since
October 1979, but its critics, notably the Shadow Open Market Committee (Pro-
fessors Karl Brunner of Rochester and Allan Meltzer of Carnegie-Mellon are
leading members) think it has made significant departures in practice. Cer-
tainly neither the Board, nor its staff, nor the majority of the 12 Federal
Reserve Banks are unanimously monetarist.

4. The Credit Control Act of 1980 was an attempt to ration credit. It can be
explained as an attempt to avoid the short run interest-rate consequences of
reducing monetary growth rates. Such rationing forms no part of monetarist
doctrine. I do not believe the Act remained in effect for long enough to make
much difference. '
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5. 1 should regard Fed policy since October 1979 as predominantly but unskill-
fully monetarist, with constant foot-dragging by anti-monetarists and constant
possibility of reversal,

6. This "price-rule" was standard doctrine when I was going to school (1930s).
It is associated in America with the great name of Irving Fisher of Yale (1867-
1947). It is strange to see it revived as a novelty.

The problems with it are on the quantitative side. How much of a change in
the price level or the inflation rate should trigger how large a change in what
monetary variables? And also, how long and variable is the time lag between
a change in monetary policy and the resulting change in the price level!

7. The combination of rising public deficits and falling monetary growth rates

is largely responsible for high interest rates, and I for one cannot allocate

the responsibility between them. Being 'only indirectly controlled by either
Congress or the Administration, the Fed has. replaced OPEC as a favorite Washington
whipping-boy. I do not believe the Fed should now increase the monetary growth
rate; while this would temporarily lower interest rates, they would "snap back"
(but not till after election, I suppose) when the resulting inflation took hold.

My personal belief is that the Administration erred in (1) placing inordinate
"faith in the Laffer Curve, which itself shifts with business conditions , ia (2)
not asking from Congress impoundment powers on the expenditure side, when it
could have obtained them, and (3) not seeking to "dis-entitle" our "entitlement
programs” by placing caps or ceilings on amounts to be spent in carrying them
out, (The farm-price support and food-stamp programs are examples here.)

Sincerely yours,

Martin Bronfenbrenner
Kenan Professor of Economics
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SmithKline Beckman
1982 AUG 27 PH & 12

Robert F. Dee, Chairman of the Board
2151 751-5555

August 23, 1982

The Honorable Roger W. Jepsen
Vice Chairman

Joint Economic Committee
washington, DC 20510

Dear Senator Jepsen:

Thank you for your letter of Auqust 5 inviting my comment
on monetary policy. 1 do have a view on this matter, and I
will address your seven questions in my response.

It seems to me that there are three major elements to be
considered.

The first is the fundamental productive capacity of the
nation, its skills, technology and capital. The second is
federal fiscal policy, often determined on the basis of
political rather than economic considerations, which stimulates
or restrains the growth of output. The third is the monetary
policy of the Federal Reserve. These three are interrelated.

*Monetarism®" is generally defined (your first question) as
the theory that the money supply should be expanded at a steady
rate. To answer your second and third questions, the Federal
Reserve is restraining the growth of money, but whether this
should properly be called nronetarism® is debatable.

vour fourth and fifth questions relate to implementation of
the Credit Control Act and its effect. The imposition of
controls on credit, like other attempts to govern the economy
ty regulation, has proved unsuccessful in the long-run. The
Credit Control Act was no exception. It was an arbitrary move
focusing attention on interest rates as a control device.



57

Your sixth question asks about "price rules,” such as a
gold standard. Although speculative, this solution should be
carefully evalvated. But I would prefer -- to answer your last
question -- greater fiscal restraint, with action by Congress
to restructure entitlements; ‘a systematic adherence to a
monetary policy by the FPed that would gradually reduce interest
rates; and the adoption of legislation to encourage employment,
saving and capital investment.

Sincerely,

RFD:pjg

12-654 0 - 83 - §
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The Ohio State University Joumnal of Money,
Credit, and Banking
Editorial Office

Hagerty Hall
1775 College Road
Columbus, Ohio 43210

August 20, 1982 Phone 614 422-7834

The Honorable Reger W. Jépsgen, U.5.S.
Vice Chairman
Joint Economic Committee
Washington, DC 20510
Dear Senator Jepsen:
My responses to &our recent questions about monetary
policy are enclosed.
Thank you for asking for my views.
Sincerely,
%{éz«-«n /7. DM
William G. Dewald
Professor of Economics
Editor, JMCB
WGD/xiw

Enclosure
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' Response to Senator Roger W. -Jepsen's Questions
by

William G. Dewald
Ohio State University

August, 1982
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1. What is "monetarism"?

Monetarism means different things to different people. It's a boo word
that is attached to the Reagan Administration or the Thatcher Administration
for having supported anti-inflationary monetary policies. 1It's a bravo word
that identifies the much confirmed long run association between rates of
monetary growth and inflation. But objectively monetarism is a set of prop-
ositions regarding the nature of the ecomomy, the objective of nonin-
flationary stable real growth, and the role of monetary policy in achieving
that objective. )

Proposition 1: The private economy is self stabilizing. Consequently
real disturbances such as changes in demand or productivity engender auto-
matic responses that tend to restore total output to a potential that ef-
ficiently utilizes available resources.- ~~

Proposition 2: TotaI’aemand growth in dollar terms is importantly in-
fluenced by monetary growth where money is defined as the medium of exchange
(M1). ’ .

Proposition 3: Inflation is determined by the difference between growth
in total demand and supply, and thus, given potential real growth, in~-
flation is importantly accountable to monetary growth in excess of potential
real growth.

Proposition 4: The Federal Reserve could control annual monetary growth
within a narrow band by using required reserve ratios and open market oper-
ations to offset deviations in monetary growth from target that would other-
wise occur.

Proposition 5: 1Inflation and économic instability are both attributable
significantly to variations in demand growth and in turn to variations in
monetary growth.

Policy Prescription: Monetary growth should be made more stable than it
has been historically in order to ‘prevent it from contributing to economic
instability. .

2. Are changes in the demand for money frequent enough, large enough, and
sufficiently long lasting to vitiate the usefulness of "monetarist"
monetary policy? What about changes in real output?

Changes in the demand for money interact with the supply of money in af-
fecting the economy. Doubtless a persistent decrease in the demand for money
as in a hyperinflation can contribute to inflationary pressures, essentially
raising the velocity of money by raising total demand for goods relative to
the available supply of money. Increases in the demand for currency in the
early 1930s had precisely the opposite effect. In the post World War II
period the demand for Ml money (currency and checking accounts in the hands
of the public) has decreased relative to GNP at roughly a 3 percent annual
rate, a trend rate that has been quite stable from year to year but not over
shorter periods. Nevertheless, major changes in the supply of and not the
demand for mwoney have been associated with every major inflationary burst in
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the United States and with every business cycle expansion or comtraction.
Eliminating variations in M1 growth wouldn't eliminate economic instabiliry
according to monetarist propositions but by the historical record they would
reduce it.

With respect to variations in potemtial real output growth, if, as in
the 1970s because of demographic factors, oil cartels, and the like, real
growth fell from about 4 percent to about 3 percent, anti-inflationary mone-
tary growth would appropriately be reduced by 1 percentage point. But, even
if it were not, the observed variation in real output growth-has been small
relative to variation in demand growth and thus has not contributed much to
inflation, even for countries like Germany or Japan where in the 1970s po-
tential real growth fell much more than in the United States.

Variations in monetary growth day to day, week to week, or month to month
reflecting both money demand and supply shifts have not been found to have
important effects on demand growth or inflation, but persisting trends to
have lasting effects. The monetarist program for economic stability is to
- keep monetary growth stable and not allow it to swing wildly as money demand
varies in response to vagaries of the business cycle and credit market con-
ditions. Keeping monetary growth stable and thus long run sustainable in-
flation stable provides a firm foundation on which the complexities of the
real production economy with its millions of individual prices and wages can
be built.

3. _1s it correct to say that the Federal Reserve has been following a
"monetarist” policy since October 19797

It has been monetarist in the sense that Ml growth has fallen on an an-
nual rate basis from previous rates. But it has not been monetarist insofar
as monetary growth was not held steady but rather became even more variable
than before over periods as long as 6 months with wild swings not only in
monetary growth but also, with a short lag, in interest rates too. It remains
to be seen whether the Federal Reserve will hold monetary growth to a nonin-
flationary rate as the economy expands in the coming quarters rather than al-
low an acceleration as it always has previously in such circumstances. That's
the litmus test: Will the Federal Reserve keep monetary growth declining
gradually toward a long run noninflationary rate during the forthcoming pe-
riod of business expansion? Only time will tell whether the Federal Reserve
1s monetarist now. .

4. Did implementation of the Credit Control Act in March 1980 interrupt the
"monetarist" policy announced in October 19797 1If so, how and for how
long?

The Credit Control Act in March 1980 took an overheated economy and
plunged it into ice water. It temporarily broke the natural links between
credit flows and expenditure and in itself contributed to the 1980 reces-
sion. The fact that monetary growth also fell contributed too. Having cut
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monetary growth then, one wonders why the Federal Reserve didn't seize the
opportunity to hold it down in keeping with a wonetarist policy rather than
allow it to rise and fall alternately which disoriented the economy despite
the observed reduction in the overall rate of monetary growth.

5. If not, then what change actually occurred im October 1979, and how
would you characterize Fed policy since that time?

What actually happened in October 1979 was that the Federal Reserve intro-
duced a procedure that allowed market interest rates to rise sharply and to
vary substantially not only transaction to tramsaction but over time. Short
term variation in monetary growth was in fact not reduced despite it being
announced as the objective of the new operating procedure. By setting a non~
borrowed reserves target allegedly designed to achieve a particular monetary .
growth target - but then supplying all the reserves banks needed to meet re-
quirements based on their deposits two weeks earlier, the Federal Reserve in
effect was targeting borrowed reserves: the difference between total reserves
and nonborrowed reserves. Borrowed reserves are directly though. imprecisely
" related to market interest rates,given the Federal Reserve discount rate and
discounting administration. This procedure remains a far cry from a mone—
tarist monetary control procedure which would have Federal Reserve instru-
ments directed at controlling monetary growth through the monetary base (or
total reserves) for a predicted value of the relationship between money and
the base (or total reserves).

6. How do you feel about moving towards a "price rule" for monetary policy?
An appropriately defined "price rule" for monetary policy would be OK.

An appropriate price rule would have the Federal Reserve use its instru-—
ments to hold monetary growth quarterly or semiannually to a growth path that,
based on the predicted relation to inflation, would stabilize inflation in
the long run. That monetarist proposal would not have the Federal Reserve
adjust its targets to every blip in the inflation rate, the demand for money,
or real output. All it would insure is long run price stability. It would
moderate but not eliminate the business cycle.

Inappropriate price rules include having the Federal Reserve use its
instruments to control

. 1interest rates, since so doing would generally have it alternately
contribute to inflation or deflation and thereby to the amplitude of
business disturbances.

- the price of particular commodities such as gold, since by so doing
disturbances with respect to the supply or demand for that commodity
would be amplified in U.S. monetary growth and in turn in the real
economy, inflation, and interest rates.



7. To what extent is monetary policy, as currently conducted by the Fed,
responsible for high interest rates, as opposed to fiscal policy, and
what policy changes, if any, should the Fed make today in order to
.reduce interest rates?

High real interest rates that persisted through mid-August 1982 were .
largely though not wholly accountable to Federal Reserve policies that con-
tributed significantly both to the level of inflation and to uncertainties
.with respect to its future course. Prospective large government budget
deficits were also a factor but mainly insofar as they represented a pros-
pective pressure on the Federal Reserve to finance part of the deficit by
issuing base money which in turn would feed monetary growth, nominal demand
growth, and inflation--and thus also raise nominal interest rates. Uncer-
tainties about future inflation were the major factor contributing te high
real (inflation adjusted) interest rates through mid-August 1982. Even
though the observed inflation rate was down to 5 or 6 percent, savers were
protecting themselves from the risk of inflation rebounding to 9 or 10 per-
cent by demanding and getting an inflation risk premium of 3 or &4 percent.
The budget deficit itself contributed to real interest rates too, but only
about 1 percentage point according to preliminary estimates 1've recently
made of the effect of the real (inflation adjusted) federal deficit on real
interest rates.

For the period 1955-1981, the real rate on Aaa Corporate Bonds averaged
. 2.4 percent whereas the nominal rate averaged 6.4 percent. Expected infla-
tion contributed 4.0 percentage points to the nominal rate. Real federal
deficits contributed only 0.3 percentage points to the average real rate
according to my estimates.

For 1980-1982, of course, expected inflation was much higher than aver-
age (by my estimates 8 or 9 percent) and the real budget deficit was much
higher too (by my estimates from 1 to 2 percent of high employment real GNP),
but even so the deficit accounted for only about 1 percentage point of the 6
. percent real interest rate, leaving 3 to 4 percent of the real rate at- .
tributable to uncertainties with respect to future inflation and other factors.

What the Federal Reserve needs to do now is to hold to a noninflationary
monetary growth rate such as it has (inadvertently ?) achieved in the period Feb-
ruary-June 1982 (1.3 percent Ml growth at an -annual rate). The historical
record indicates that an Ml growth of 3-4 percent would be noninflationary.
Having achieved this and more (perhaps at a cost of slow real growth the re-
mainder of this year), to keep interest rates falling, the Federal Reserve
needs to stay with a noninflationary monetary growth policy. If it did, my
calculations show that Aaa Corporate Bond rates which averaged 14 to 15 per-
cent in June would fall by 8 or 9 percentage points to 6 or 7 percent, and
1f people believed that noninflation policies would be pursued in the future,
by an additional 3 or 4 percentage points, .even taking into consideration the
comparatively large real federal deficits that are projected in the near
term future. That sounds like pie in the sky considering the high nominal
and real rates of 1980-82. But it is in fact the down to earth reality of
interest rates in the absence of high flying and uncertain inflation rates.
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WAYNE STATE UNIVERSITY

COLLEGE OF LIBERAL ARTS DETROIT, MICHIGAN 48202

DEPARTMENT OF ECONOMICS

Septenber 24, 1982

Roger W. Jepsen, U.S.S.

. Vice Chairman
Joint Economic Committee
Congress of the United States
Washington, -DC 20510

Dear Senator Jepsen:

Enclosed are my answers to your questions on monetary policy in your
letter of August 5, 1982. I appreciate very much the opportunity to
respond to your searching questiaus.

Thank you very much. ‘

Sincerely yours,

S i

Professor Aof Economics

DIF/kt
Fxmlosure
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RESPONSES TO QUESTIONS QN MONETARY POLICY POSED BY
SENATOR ROGER JEPSEN, VICE CHATRMAN OF THE
JOINT ECONGMIC COMMITIEE

David I. Fand
Wayne State University
Detroit, Michigan

What is Monetarism?

Monetarism is a doctrine which emphasizes the key role of changes in
thegrowthofthemeyst:ockineoommicstabilization. Money growth --
that is, the rate of growth of the money stock -- is viewed as one of the
principle determinants of the level of econamic activity. Changes in the
money growth -- accelerations and decelerations in the money stock -- are
viewed as playing a key role in bringing about changes in the level of
econanic activity and in the rate of economic growth.

Are changes in the demand for money frequent enough, large enough, and

sufficiently long-lasting to vitiate the usefulness of 'Monetarist'
monetary policy? What about changes in real output?

Frequent, large, and long-lasting changes in the demand for money
could certainly.vit:iat:e the usefulness of a Mmetarist approach to
monetary 'poiicy. A Monetarist approach seeks to stabilize the growth in
the money stock, a policy that makes a lot of sense if, indeed, many of the
disturbances are coming from the supply side; on the other hand, if there
are many disturbances originating in the demend for money, stable growth
in the money supply will not alleviate these fluctuations. A
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The Monetarist approach makes the most sense if, in fact, the demand
for money is relatively stable. On the other hand, if money demand is
erratic and we stabilize the growth in money stock, we will still end up

with erratic behavior in interest rates.

I do not believe that the changes in the demand for money that do
occur are frequent enough, large enough, or sufficiently 1ong-iasting to
vitiate a Monetarist approach to monetary poiicy. Similarly, I do not
believe that autonomous changes in real output would vitiate the usefulness
of a "Monetarist’ mmetary policy.

Is it correct to say that the Federal Reserve has been following a
"Monetarist” policy since 19797

My answer here would be yes with one qualification. The Fed has been
following a Monetarist policy in the sense that it is placing far more
emphasis on money growth and the monetary aggregates than on interest

rates. In this sense, my answer is yes.

On the other hand, the Fed has introduced and permitted very
considerable short-run fluctuations in money growth. Thus, while the Fed
ermphasizes the nrnet:ary aggregates, it has not yet succeeded in stabilizing
the short rn growth rates of these aggregates. As I see it, the Fed
has been basically following a Monetarist policy except for the fact
that it has permitted relatively wolatile changes in the growth rates
over short periods.

Did mxplenentatmn of the Credit Control Act in March, 1980 interrupt the

"Monetarist' policy amounced in October, 1979? If so, how and for
how long?

The implementation of the Credit Control Act in 1980 did interrupt
the monetary policy in two ways. First, when it was initially imposed,
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we had a very sharp and severe cutback in credit, and for about three
months we had a dramatic, sharp and severe curtailment in credit. Then,
to offset the deflationary .consequmces of this severe curtailment in
credit, the Federal Reserve pemmitted a very large and dramatic acceleration
in mnetary growth. Accordingly, for the three months when we had credit
controls, there was a very sharp curtailment of ctédit, and after the controls
wefe lifted we had fér several months an excessively large acceleration in
monetary growth. All in all, the interruption in Monetarist policy -- both
the initial sharp curtailment in credit and the subsequent large increase --
lasted about nine mmths.
If not, what actually occurred in October, 1979 and how would you
characterize Fed policy since that time?

As indicated in my response to Question 4, I think there was an
interruption in Monetarist policy for a period of approximately nine
months.

I would characterize the change that occurred in October, 1979 as an
attempt by the Fed to focus on and emphasize the monetary aggregates. In
the first year this decision to emphasize the monetary aggregates was offset
by other policies such as the institution of credit controls in
March, 1980.

The Fed has been learning in the past 2 1/2 years: At first, it
emmciated a policy of emphasizing the monetary aggregates; in the period
from March, 1980 to November, 1980, it moved a way from this emphasis
on monetary aggregates; and since November, 1980 it has been moving more
in the Monetarist direction. Although the Fed has permitted more short-run
fluctuations in monetary growth than may be desirable, it has been doing
a better job in hitting its monetary growth targets.



68

How do you feel about moving toward a "'price rule" for monetary policy?

The idea of a "price rule" for mometary policy has great intuitive
appeal, but I have serious reservations about its feasibility. To follow
a "'price rule'" we would need an inda:, and the monetary authority would
restrict money when the index rose and expand money when the index fell,
The monetary authority would need a reliablé price index which was .
acéurate, camprehensive, representative, and readily available, and which
gave a true picture of what was happening to prices throughout the economy.
I am not sure there is any index that we now can construct that can
satisfy all these properties. The more comprehensive the index, the more
accurate the index, the longer the time before it is available.

If we use price indexes that are readily available, they are not
truly representative of or indicative of what may be going on throughout
the economy. Accordingly, while the idea c;f following a "'price rule' and
permitting changes in money to follow an index has appeal, I do not know
of any index of a commdity, or group of commodities, that would give
us this information.

There is a second difficulty in basing monetary policy on a "price
rule.” Because of the long and variable lags in monetary policy, an
attenpt to stabilize prices may very well lead to greater instability. The
attempt by the monetary authority to counteract these disturbances may,
given the long and variable lags in monetary actions, produce even greater
disturbances than it was trying to correct.

To illustrate this, assume that the monetary authority is trying to
stabilize the index at 100 and assume further that the index has risea
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to 102. The authority therefore will take restraining action. But if
the lag between the action and its effects is, say, nine months, it could
very well be that by the time this action would have its effect, the economy
could be declining naturally and thus this action will merely bring about
a greater decline, and we may end up with an index of 97. Accordingly,
this would illustrate that the attempt to correct the index at 102 ends
up in producing an index of 97, which is a greater distuwbance than the
initial one.

Many people believe that as desirable as the stable prices may be
as a goal, it is not possible to base discretionary monetary policy on a
"price rule,"” and the attempt to do so will merely bring about greater
fluctuations in output and employment. Accordingly, they settle for a
policy that will stabilize the growth rate in money because they believe
this will maximize the contribution of monetary policy to stable prices.
To what extent is monetary policy, as currently conducted by the Fed,
responsible for high interest rates, as opposed to fiscal policy and

what changes, if any, should the Fed make today in order to reduce
interest rates?

In my opinion, monetary policy has only a small role in the cuwrrent
high interest rates. I think the extraordinary changes in the economy
are largely responsible for high interest rates. The attempt to build up
our defense would, ali things equ.ﬁl, cause interest rates -- especially
long term rates -- to rise. The reallocation of resources toward
defense, the relatively successful efforts to disinflate the economy,
and our inability to cut government spending are key factors responsible

for our high interest. rates.
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The short run variability in mometary growth is another factor
which may cause interest rates to be somewhat higher than otherwise,
and this is especially so for short term rates. I have not made any
attempts fo estimate how mich of an influence that is, but I do not

believe it to be a mjor one.

The shift in the implementation of monetary policy to an approach
e:lp'hasizing aggregates from one emphasizing interest rates may also be
causing higher short term interest rates. When the monetary authority
stabilizes short term rates, it may 10wér rates in the short run at the
price of permitting more inflation in the long run. On the other hand,
when the monetary authority stabilizes monetary growth rates, it is in a
. better position to win the battle of inflation, but the transition to this
policy may result in somewhat higher short texm rates.

The high long term rates reflect, in large measure, real conditions
having to do with the reallocation of resources in the econamy and are,
in this sense, relatively imiepa'ldait of what the Fed is doing. The high
short term rates are also responsive to real conditions but may, to a much
larger extent, also reflect (1) the variability of short mm monetary
growth rates and (2) the shift in operating procedures from an interest
rate target to a monetary growth target.

September 4, 1982
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ArAAMANAAAUOSE A A0 LWDAMIULE VP ACANANUVILVO I

DEPARTMENT OF BCONOMIC) ‘' CAMBRIDGE, MASSACHUSBTTS 02139

August 18, 1982

Senator Roger W. Jepsen
Joint Econcmic Camnittee
United States Congress
Washington, DC 20510

Dear Senator Jepsen:

Thank you for your letter of August 5, raising a number of specific
questions about monetary policy. I will respond to the questions as numbered.

1. Monetarism is a doctrine that ascribes primary importance to the supply
of money as determining the behavior of nominal GNP in the short run and the
inflation rate in the long run.

2, G:angesinthedanandfornmwyarefre;wntam:ghandhrgeawwhbo
make it indesirable that the quantity of money should grow at a constant
rate. However, it is important to distinguish here between shifts in the
demand for money, whereby a different quantity of money is demanded at given
levels of interest rates and incame, and a change in the quantity demanded.

. The Fed should respond to shifts in the demand function caused for instance by
financial imnovations. It should not respond in the same way to changes in
the quantity of money demanded that result from an increase in the level

of income or change in interest rates.

The Fed should accammodate shifts in money demand, but lean against
ﬂ)evdndbyredmmgnmemygxwthwhenimeisgzwingtoorapidly,
or increase the growth rate of money when the economy is in a recession.

3. More so than ever before, and more than is desirable.

4. Itintarruptedthecomstantgrwthrateofnoneypolicyforawhileby
causing a very steep recession that worried the Fed into increasing the
growth rate of Ml for a few moenths.

5. Fed policy changed in 1979 to allow much greater fluctuations in interest
rates. Monetary growth received greater, but not total emphasis, as a goal
of policy. (Fed policy has been extremely tight on average since that time,
with substantial month to month variability of both interest rates and

money growth. The month to month variations should not cbscure the fact
that the Fed has pursued for several years a policy that is designed to
reduce the inflation rate, and that pays very little regard to unemployment.

6. It would be desirable for the Fed to move away from a policy of constant
monetary growth. Apricemleismtasdesirableasarmﬁnal@l?rule,
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because the naminal GNP rule also includes countercyclical elements. For
instance,amni:al@mnﬂepeunitsfastermtarygrwthatatinemen
both inflation and QP growth are low.

7. The mix of monetary and fiscal policy is jointly responsible for high
interest rates. The Fed could reduce interest rates now by making open market
purchases. These would stand less chance of re-igniting inflation if fiscal
policy became more restrictive.
Yours sincerely,
. Stanley Fischer
Professor of Econcmics

SF/cam
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HOOVER INSTITUTION

ON WAR, REVOLUTION AND PEACE

Stanford, California 94305

August 16, 1982

The Hon. Roger W. Jepsen, Vice Chairman
Joint Economic Committee

Congress of the United States
Washington, D.C. 20510

Dear Senator Jepsen:

1 appreciate your letter of August 5, 1982 and am pleased to comment on
the questions you raise. I shall take them up in the order in which you list them.

1. "Monetarism" is defined in the enclosed column from Newsweek of July 12,
1982. Put very simply, as a matter of science it is the proposition that changes in
the quantity of money have important influences in the short run on output and in-
terest rates, and in the long run on prices. It includes the proposition that infla-
tion is always and everywhere a monetary phenomenon produced by a more rapid rise in’
the quantity of money than in output. As a policy proposition, monetarism recommends .
a steady rate of growth in the quantity of money at a level consistent with a zero ~
rate of inflation. .

2. Changes in the demand for money are not frequent enough, are not large
enough, and are not sufficiently long lasting to vitiate the usefulness of “mone-
tarist" monetary policy. On the contrary, the talk about changes in the demand for
money is simply a red herring introduced by the Federal Reserve to cover up mistakes
in its policy. Every time it makes a mistake in policy and there is a resultant
adverse influence on the economy, the Federal Reserve is ready to come forth with
the charge that the demand for money has changed and that is what caused this bad
result. Quite a number of those charges have been examined carefully by competent
monetary economists. In each case it has turned out that there has been no change
in the demand for money, but rather that the Federal Reserve has altered the situa-
tion by inappropriate changes in the quantity of money. With respect to changes in
real output, most of the sharp ups and downs in real output have been the consequence
of inappropriate changes in the rates of monetary growth. They are a result of bad
monetary policy, not an explanation of why good monetary policy leads to bad results.
I have discussed this also in my current Newsweek column, appearing in the Newsweek
dated August 23, 1982.

3. The Federal Reserve policy since October 1979 has used monetarist
rhetoric but the actual performance has not been monetarist. An absolutely essen-—
tial feature of a monetarist policy is steadiness in the rate of monetary growth.
Since October 1979, monetary growth has been more unstable than in any other com-
parable period that I know about in the whole history of the Federal Reserve System.
If this be monetarism, I am not a monetarist.

4. The'implementation of the Credit Control Act in March 1980 does deserve

some of the blame for the sharpness of the decline in economic activity in early
1980 and its termination deserves some of the credit for the subsequent sharp up-
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turn, but in the main, that down and that up reflected the corresponding changes
in the quantity of money as is documented in my current Newsweek column. In any
event, the effect of the application of the Credit Control Act and of its termina-
tion was certainly dissipated before the end of 1980.

5. The change that actually occurred in October 1979 was that the Federal
Reserve changed the details of its operating procedures. Its objective of seeking
to control total reserves rather than interest rates was an excellent one but the
actual changes it made were inadequate to achieve its objective. The chief mistake
it made was not to introduce contemporaneous reserve requirements simultaneously
with the other changes in policy. It made the further mistake linked to this one
of not introducing a discount rate linked to a market rate.

6. A price rule for monetary policy is a bad rule although a good objec-
tive. It is a bad rule because changes in the guantity of money tend to affect
prices after a considerable delay. The historical record suggests that it is
roughly two years before an increase in the rate of monetary growth is fully mani-
fested in prices. As a result, a price rule for monetary policy would produce a
monetary policy that was always fighting the last war.

7. Monetary policy, as currently conducted by the Fed, is primarily
responsible for high interest rates. It is responsible for high interest rates
because the fluctuations in monetary growth have introduced instability in the
economy which in turn has tended to lead to a steady stream of distress borrowing
by business enterprises keeping the interest rate higher than it would othexrwise
be. It is my judgment that if the Federal Reserve had followed the kind of mone-
tary policy it promised to follow when it made the changes in October 1979, that is,
a steady rate of growth of the quantity of money along a gently declining path,
short-term and long-term interest rates today would both be something like 3 to 5
percentage points below where they are.

The changes that the Federal Reserve should make today in order to reduce
interest rates are: (1) to implement immediately its recent decision to substitute
contemporaneous reserves for lagged reserves instead of postponing the actual im-
plementation to next year; (2) simultaneously announcing that hereafter the discount
rate will be automatically linked to a market rate such as the rate on 90-day
Treasury bills; (3) announce in advance the open-market operations which it plans
to undertake in a series of succeeding weeks so as to let the market know what is
going to happen. There are other detailed changes in procedure which I and other
monetarists have spelled out which I would also like to see occur, but these are
the most important elements.

My answers to these questions in large part duplicate the contents of my
current Newsweek column to which I refer you.

Sincerely yours,
Milton Friedman

Senior Research Fellow

F:v
Enc.
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Harris Trust and 111 West Monroe Street
Savings Bank Chicago, lllinois 60690

Economic Research Office

Telephone (312) 461-2121

HARRIS
BANK

August 12, 1982

Senator Roger W. Jepsen
Vice Chairman

Joint Economic Committee
Washington, DC 20510

Dear Senator Jepsen:

Thank you for your letter of August 5 regarding various aspects of Federal

Reserve policy. My answers to your questions are as follows:

1. Monetarism is the view that the sharp swings in the money supply
represent a meajor element influencing business ecycles. The key
implication of monetarism is that monetary policy should consist
of slow, steady increases in the money supply so as to minimize

the ups and downs of business cyeles.

2. I believe that the demand for money is relatively stable and
therefore, monetary policy does have an important predictable
impact on swings in the economy. While there has been a lot of
conflicting evidence presented on this issue, I am attaching a
chart showing six-month swings in money and six-month swings in
personal income as well as a recent summary by the Federal
Reserve Bank of St. Louis both of which strongly support the

contention that the demand for money is stable.

3. It is not correct to state that the Federal Reserve has been .
following a licy of monetarism policy since October 1979. As
the above mentioned chart indicates, monetary policy since October
1979 has been characterized by extreme swings and can not in

- any sense be considered stable.

4. Implementation of credit controls in March 1980 appeared to
have a temporary effect on the economy. However, as the
above mentioned chart shows, the effect appears to be minimal
once six-month moving averages of economic data are considered.

5.  Fed poliey since October 1979 has been more volatile than before.
As a result I would argue that monetary policy since that time
has become anti-monetarist and clearly more oriented toward

some other school of thought.
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6. I favor moving toward a price rule for money as noted in my
testimony before your committee on July 22.

7. 1 believe monetary policy is the primary cause of today's high
interest rates with fiscal policy having a minimal effect. In
order to reduce interest rates in a constructive and permanent
manner, I favor adopting a type of price rule for money which is
discussed in my testimony of July 22.

Sincerely,

St T

Robert J. Genetski
Vice President and Economist

NLW

Enclosure
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L FINANSIAL AT

Week ending: July 28, 1982

Money growth has been relatively slow for about the past
2-1/2 years. From November 1379 to June 1982, the money supply grew
at a 8.1 percent rate, compared with a 7.8 percent rate for the previous
2-1/2 years. money growth has been highly variable, however, with
eycles of rapid and sluggish money growth, as shown in the table below.

When periods of rapid or slow money growth are sustained for
periods of six months or more, they are usually accompanied by marked
accelerations and decelerations in aggregate spending, although the
timing of this relationship varies. This relationship can be illustrated by
comparing the periods of rapid and slow money growth with growth rates
of nominal GNP. Money grew very fast from May 1980 to April 1981,
with only. a two-month period of essentially no money growth. This
rapid monéy growth was sccompanied by an incresse in aggregate
spending from the second quarter of 1980 to the third quarter of 1981,
after a 'decline during the previous quarter. This period of rapid growth
was followed by a six-month period of no money growth from April to
October 1981 and by a significant slowing in the growth of nominal GNP _

- from the third quarter of 1981 to the first quarter of 1982, Money
growth then accelerated from October 1981 to April 1982, and the
growth of nominal GNP accelerated somewhat in the second quarter of
this year. -

Growth Rates of M1 and Nominal GNP
{compounded annual rates, seasonally adjusted)

o . i Nominal
Period /- : 1 C Period 2/ - GNP
11/1979 - 5/1980 1L1% | /1980 -~ I/1980 0.4 %
5/1980 - 4/1981 12,5 /1980 - MU/1981  12.5
4/1981 - 19/1981 0.2 m/1981 - 171982 1.0
10/1981 - 4/1982 " 9.2 1/1982 - 1/1982 7.1
1

4/1982 - 6/1982 -1.3

y Maonthly averages of daily figures
2/ Quarterly data

Prepared by Federal Reserve Bank of St. Lovis
Released: Luly 30, 1982
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CITIBANC®

Citibank, NA.
399 Park Avenue
New York, N.Y.
10022

Arttwr E. Gandolfi, Jr.
Vice President

August 12, 1982

Roger W. Jepsen, U.S.S.

Vice Chairman, Joint Economic Committee
Congress of the United States

Washington, D.C. 20510

Dear Senator Jepsen:

Leif Olsen asked me to respond to the gquestions contained in your letter of August
5, 1982.

Question 1. The current school of thought, sometimes disparagingly termed mone-
tarism, arose in reaction to the previously dominant Keynesian theory. What some of
us may have forgotten, is that Keynesian economics is not the natural order of events.
It also originated in an intellectual revolt against a previous orthodoxy, an orthodoxy
called the quantity theory, which had been the dominant "macro-economie theory"
from the days of David Hume and Adam Smith to that of Keynes. In essence,
monetarism is just an updated version of this older tradition. The basic tenets of
"monetarism" are:

a. Money demand is stable and its interest elasticity is relatively low in the short
run.

b. Because of this there is a close relationship between changes in money and changes
in nominal income.

¢. If the changes in money supply are unexpected by the publie, the change in nominal
income will occur, in the short-run, mostly in real output and not in price.

d. The real economy is inherently stable, and apart from sudden deviations in money
growth, it will tend to a natural or equilibrium unemployment rate.

€. Therefore, in the long run, changes in aggregate demand (nominal income) will be
fully reflected -~ not in permanent changes in real output — but in changes in prices.

f. Interest rates are a poor gauge of monetary policy. High rates of interest, due
to the Fisher Effect, are almost universally associated with high inflation and
therefore with rapid, not slow, money growth.

g. The best way to stabilize the economy is to stabilize money growth.

Question 2. While changes in the demand for money do oceur and do cause problems
for monetary policy, these changes are not large enough to vitiate the usefulness of
"monetarist” monetary policy. For instance, the year to year changes in the velocity
of M1 show remarkable stability over the last thirty years. The alternative to
controlling money supply directly is to peg interest rates, the price of gold, or some
other commodity. The question is how stable is the demand for money relative to the
stability of the demand and supply of these commodities. If, the underlying trend
growth rate in M1 velocity, which has been between 3 to 4 percent in recent years,
should slow pﬁfeipitously because of disinflation, current Fed targets may prove to be
too low. ¢ E

~
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Question 3. Prior to 1979 the Fed basically followed a policy of pegging interest rates
within a very narrow band. If the rate they chose was below the equilibrium rate,
money growth accelerated, followed eventually by a similar acceleration in inflation.
After a long delay the Fed would over respond to these adverse developments by
raising the Federal funds rate and precipitating a recession. In October 1979 the Fed
announced a change in its operating procedures. They announced they would target
money growth and allow the funds rate to fluctuate within a wider band. There have
been episodes over the last 3 years in which they have allowed the funds rate to move
substantially but, in general, they have still operated by tafgeting the funds rate. The
Fed attempts to estimate what funds rate will produce the targeted growth in money
and then change that rate to compensate for any over- or under-shooting of monetary
growth. {The major difference between the pre-and-post October 1979 operating
procedures comes down to a more serious attempt to hit their targets and a greater
willingness to adjust the funds rate as necessary. Given the existence of lagged
reserve accounting this is about the only way they could operate. Since the current
procedure still leads to substantial volatility in money growth, even over periods as
long as a year, this policy is not what monetarists have recommended_.J

Question 4. Credit controls, by causing tremendous shifts in the demand and supply
of bank eredit, caused the Fed to be overally restrictive in the spring of 1980 and too
expansionist in the second half of that year. ' The volatility in money growth caused
by credit controls lasted into 1981. * .

Question 5. See the answer to question 3.

Question 6. A commodity price rule would put U.S. money supply at the merey of
shifts in world demand and supply for the commodity chosen. Under the classical gold
standard, the short-run volatility in money, prices, and output was much higher than
it has been in either the managed dollar exchange standard of the immediate postwar
period or of the current flexible exchange rate environment.

Targeting the overall price level could work. The only problem is that the lag
between money and prices is so uncertain and variable that it would produce violent
movements in money and real activity if the Fed were intent on hitting their target
in the short-run. If the price rule was stipulated as a long-run target, the Fed would
need some formula for gradually adjusting money to the performance of inflation.
Such a gradualist policy could, if properly administered, restore confidence in
monetary policy without producing needless volatility in the economy.

Question 7. No one has a good explanation for the recent high levels of nominal and
real interest rates. The slowdown in money growth that has occurred on average over
the last three years can at best explain a small fraction of this phenomenon. In fact,
during those periods.in which money growth has accelerated, rates have risen not
declined. The very volatility in money growth, by increasing uncertainty about the
future course of monetary policy and inflation, may be partially responsible for the
failure of rates to decline. The best course for the Fed to follow is to make the
necessary changes in operating procedures (i.e., contemperaneous reserve accounting),
to stabilize money growth, and to keep to its announced targets.

Sincerely,
Ci e bCeeloe, -
Arthur E. Gandolfi !

AEG:ka
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ROHM AND HANS COMPANY - :
PHILADELPHIA

August 13th, 1982.

The Honorable Roger W.Jepsen, -
Vice-Chairman - Joint Economic Committee,
U.S. Senate,

Washington, D.C. 20510

Dear Roger,

Your letter of August Sth took me back many, many
years to the time when I was studying economics at Princeton.
The questions sounded like the mid-term exam in
Economics 101!

_ Seriously, I have decided to address the basic issues
behind the questions rather than to give you the literal
definitions which were requested. I hope some of the following
will be of help to you and your Committee.

Interest rates today are extremely high in an absolute
sensge for the U S.A. and especially in relation to the level of
inflation. The high interest rates are caused by the huge =
federal budget deficits and lack of confidence of the financial
and business communities that the Congress has the will to pass
sound fiscal legislation. The scene in Washington today -
especially in the House of Representatives - is so ridiculous
- that it would be funny except for the disastrous consequences of
what is taking place. '"Politics as usual” is a frightening
situation when one considers the serious state of the U.S. and
world economies. The Senate has made serious efforts and is
still trying to enact sound fiscal legislation which will reduce the
huge projected budget deficits. This has been only partly successful
because of the political situation taking place in the House.

The only real bright spot on the scene is the Federal
Reserve and their policy of controlling the money supply in the
face of these huge budget deficits. Obviously, this must result
in high interest rates - but these are not due to any "fault”
in Federal Reserve policy but rather to the budget deficits
resulting from action, or lack of action, by the Congress. Any
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efforts to bring down interest rates without reducing the huge
budget deficits must result in runaway inflation and economic
disaster for the U.S. and world economies.

I think your Joint Economic Committee would be on much
firmer ground if they considered the basic realities of the above
paragraph rather than look for theoretical definitions as requested
in your letter of August Sth.

Best re




o American Enterprise Institute for Public Policy Research (202) 862-5800
Wr 1150 Seventeenth Street, N.W., Washington, D.C. 20036 ’

August 31, 1982

The Honorable Roger W. Jepsen
Vice Chairman

Joint Economic Committee
Congress of the United States
Washington, D. C. 20510

Dear Senator Jepsen:

Thank you for your letter of August 5th concerning monetarism, quantity
theory, Federal Reserve policy, etc. -

It is true that mometarism 1s based on the quantity theory of money. In
a broad sense the quantity theory is one of the best established gener—
alizations in economics. There has never been a significant inflation,

a rise in the price level of, say, 4 percent or more for longer than, say,
two years without a significant rise in the quantity of money.

Exceptions are thinkable. If for example because of a war (or as in
former times a series of crop failures) output fell sharply, with a con-
stand quantity of money prices would rise sharply. But this has never
happened in modern times. True, wartime inflations have been aggravated
by a decline in output, but by far the largest part of the price rise
was caused by monetary expansion.

It follows that an ongoing inflation cannot be brought down without a
reduction in wmonetary growth. It stands to reasonm, however, that with -
inflationary expectations entrenched as they are after 15 years of con-
tinuous high inflation, and money wages and many prices as rigild as they
are, disinflation through monetary restraint will cause transitional
unemployment. In other words, a recession is the unavoidable byproduct
of disinflation. Squeezing out inflation from the economy is like curing
a drug addict: withdrawal of dope 1s a painful experience.

I now turn to the questions formulated in your letter.

1. Monetarism in the strict sense can be defined as the theory that the
necessary and sufficient condition to curb inflation is to reduce gradually
and steadily momnetary growth to the level compatible with price stability
and keep it at that level after price stability has been achieved.
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There are, however, different versions of monetarism. The Fed's version
is not the strict one just mentioned. The Fed has always stressed that
monetary restraint is a necessary but not a sufficient condition. For
optimal results monetary restraint should be suppcrted by a tight budget
policy and the Fed has also recognized that circumstances change so that
the target range for monetary growth has to be changed from time to time.

This brings me to questions 2 and 3.

2, Monetarists, including the Fed, realize that “demand for money" is
subject to change; in other words, that the velocity of money changes.
These changes complicate monetary policy, but they are not large or
frequent enough to vitiate the usefulness of the "monetarist approach,”
unless the latter is interpreted in an overly strict sense. See the next
question.

3. The Ped can be said to have followed a monetarist policy since
October 1979, but in a pragmatic, not in the doctrinaire sense of stick-
ing to & single target for monetary growth through thick and thin. The
Fed has a target range not a target point, and the target range is
changed from time to time 1f circumstances change. Moreover, the Fed has
always realized and stressed that for optimal results monetary policy re-
quires the help of fiscal policy and possibly of other policy instruments.

4. The implementation of the Credit Control Act in March 1980 was a
highly disturbing factor. The credit controls that were imposed were a
dismal failure. Detailed credit controls, as compared with control of
money supply, are a messy, inefficient, distorting policy -- a bureau-
cratic nightmare which had to be abandonded after a short while. Preston
Martin, Vice Chairman of the Federal Reserve Board, in a recent appearance
before a Congressional committee set the record straight. (See the report
in the Wall Street Journal of August 10, 1982.)

5. As already mentioned, the policy of the Fed since October 1979 can
be described as consistently monetarist in a pragmatic, not an overly
rigid sense -- to wit to slowly reduce the rate of monetary growth in
order to slowly squeeze inflation from the economy. In my opinion this
was the right thing to do and has been on the whole successful. To
repeat, a recession was the unavoidable side effect of the process of
disinflation.

It 1s possible to quible whether the speed of disinflation was a little
too fast -- or too slow -~ or whether it could have been done more
smoothly. But such criticisms are a counsel of perfection and should
not be allowed to blur perception of the broad fact -- that disinflation
was overdue and could not be painless.

6. The proposal that a "price rule" should be substituted for the
quantity of money rule, in other words that the Fed should "target the
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price level" and not monetary growth, rests on a complete misunderstand-
ing of monetary policy. The central bank directly controls central bank
money (the monetary base) and through it indirectly determines the growth
of broad monetary aggregates. But it cannot "target the price level."
Price level stability is the goal of monetary policy, but it 15 not a
magnitude that can be targeted in the sense in vhich a monetary aggregate
can be targeted.

Your letter asks whether there exists a "proxy for the price level such
as gold" whose price could be fixed. The answer is emphatically "mo."
Under the gold standard the price of gold in terms of dollars would be
"gtable" (fixed). Some would argue that 1f the gold standard could be
restored by international agreement, the world price level would become
tolerably stable. But this is questionable and irrelevant, because it
is out of the question to reach an International agreement on the resto-
ration of the gold standard. No country, with the possible exception of
South Africa or Russia (the two largest gold producers), would join the
United States. Obviously the United States cannot go it alome. It is
simply amateurish to believe that it is possible to substitute a "price
rule,"” in the form of a "gold rule” or in any other form, for the quantity
of money rule as the basic principle of monetary policy.

7. The principal cause of high interest rates was the large budget deficits.
Large public sector borrowing drives up interest rates and crowds out
private production investment.

True, the Fed could temporarily reduce interest rates by easier money.
But the consequence would be a reacceleration of inflation? Despite
high unemployment and idle capacity, inflation would pick up speed again
quickly, because inflationary expectations have been sensitized by the
experience of 15 years of high inflation. If inflation were allowed to
speed up again, after a short respite we would be in a more serious
situation than we are now and the unavoidable pains of disinflation would
become worse.

It would be irresponsible to squander the great progress that has already
been made in curbing inflation by an impatient policy of monetary expan-—
sion. It would be foolish to give up the fight half a mile before the
finish.

There remains a big question which is not raised in your letter. Is it
not possible to reduce the pains of disinflation without reaccelerating
inflation? The answer is: In principle it 1is possible, but it is very
difficult; it involves structural reforms that would make the economy
more competitive. But such reforms take a long time to be put in place
and to become effective.

The numerous advocates of incomes policy have a point; but the instru-
ments that they propose are totally umacceptable. Direct wage and price
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controls would spell the destruction of the market economy and the milder
forms of incomes policy, wage and price guideposts and tax-oriented in-
comes policy (TIP), would at best be ineffective and a bureaucratic night-
mare.

I have discussed these problems at some length in my paper and its post-
script "Inflation and Incomes Policy" of which I enclose a copy. The
paper was written over a year ago and published in German translation by
the Swiss Federation of Industry and Commerce. The postscript was
written early this year.

Let me only mention two cases where faulty measures or monopoly power have
created huge unemployment.

Minimum wages are largely responsible for the shockingly high unemployment
.among teenagers, especlally black ones. These young people are thus
deprived of early on-the-job training which is vitally important for their
future careers. Minimum wage laws should be abolished, but Congress has
even rejected the modest proposal to reduce the minimum wage for teenagers.

The other example 18 offered by the automobile and steel industries.
Those industries are in deep trouble and unemployment is shockingly high.
But in both industries wages are 60-70 percent higher than the average
wage in U.S. manufacturing industries. Unions have priced out of jobs a
large fraction of their members. And the government bails them
out by restricting competition from abroad.

By refusing to impose import restrictions and by lifting existing ones,
it would be possible to curb monopoly power of business and labor unions
and to promote healthy competition in a large area of the economy.

This would be the right kind of "incomes policy." For details and other
examples, see my paper "Inflation and Incomes Policy" which I mentioned
earlier in this letter and which is enclosed.

Sincerely yours,

ol bty
5

Gotq: ried Haberler

Enclosure
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Federal Reserve Bank of Kansas City

925 Grand Avenue
Kansas City, Missouri 64198
(816) 881-2000

HEZHE-26—1. 2 40

August 23, 1982

Honorable Roger W. Jepsen
Vice Chairman

Joint Economic Cormittee
United States Senate
Washington, D.C. 20510

Dear Senator Jepsen:

Here are my responses to the questions posed in your letter
of August 5, 1982,

1. What is "monetarism"?

While I do not consider myself an expert on defining
monetarism, I do have some view on what monetarism is.
I think the essence of monetarism is the assumption
that the private economy is inherently stable and
‘tends toward the set of prices and quantities consis-
tent with a Pareto optimal allocation of resources.
Given this basic assumption, the policy issue has both
a short-run and a long-run dimension.

a. In the long run, the only effect of money is on
prlces, nominal interest rates, and exchange
rates. There are no effects on real variables.
Ch0051ng the long-run behavior of the money supply,
i.e., its average growth rate, is synonomous with
choosing the long-run rate of inflation and level
of nominal interest rates. Once the desired
average growth rate of the money supply has been
attained, the task of policy is to reduce the
short-run deviations of money growth from its
average value.

b. 1In the short run, the task of monetary policy is
twofold. First, the deviation in the growth rate
of the money supply must be reduced. I believe
that it can be demonstrated that no one is made
better off by monetary surprises except to the



88

extent that someone else is made worse off. That
is, monetary surprises are not Pareto optimal.
Second, once the growth rate of the money supply
has been stabilized, it must be moved to its
desired long-run value gradually and in a well-
announced manner.

Are changes in the demand for money frequent enough,
large enough, and sufficiently long lasting to vitiate
the usefulness of "monetarist" monetary policy? What
about changes in real output?

Since economists have been debating this issue forever,
I think it is fair to say that we do not know the
answer. However, that is not to say we do not have
opinions. I think there are two issues here, one
theoretical and one statistical.

a. At the theoretical level, the issues of stable
money supply growth and unstable money demand are
separate. Based on the assumption that money
demand reflects private economic decisions about
optimal portfolio composition, changes in money
demand are due to attempts by households and firms
to rebalance portfolios in view of changing
economic conditions. This rebalancing should be
neither abetted nor frustrated by monetary policy.
If the rebalancing results in fluctuations in
prices, output, interest rates, and exchange rates,
these fluctuations represent natural consequences
of whatever the change was in economic conditions
which led to the change in money demand. A key
point to remember here is that money demand is
endogenous to the economy. It is just one aspect
of portfolic management, albeit an important one.

b. At the statistical level, the issue is whether the
time series behavior of velocity is independent of
the time series behavior of the money supply. I
think the evidence shows that they are independent.
Velocity is .essentially a random walk. This is
because velocity depends on interest rates which are
a random walk. Given that velocity is a random
walk, there is little or nothing that policy can do
to anticipate future movements in money demand or
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to offset past movements in it without unpredict-
able future consequences. What then should policy
do? Be stable so as to not increase the variation
in aggregate demand.

3, - Is it correct to say that the Federal Reserve has been
following a "monetarist” policy since October 19792

No. A monetarist policy has two characteristics. First,
it has small deviations around its average growth rate.
Second, its average growth rate is consistent with price
stability. Monetary policy since October 1979 has had
far too much variation to Be considered a monetarist
policy.

4. Did implementation of the Credit Control Act in March
1980 interrupt the "monetarist” policy announced in
October 1979. If so, how and for how long?

I do not have sufficient knowledge of this particular
event to offer an opinion.

5. If not, then what change actually occurred in October
1979, and how would you characterize Fed policy since
‘that time?

I think the changes that occurred are first, that the
target growth band for the money supply was lowered,
and second, that the Fed quit letting the band float
when they missed their target. I think the Fed
attempted to move more toward control of monetary
aggregates but did not have operating procedures con-
sistent with such control. As a result, short-run

- variation in the money supply increased.

6. How do you feel about moving towards a "price rule”
for monetary policy?

Absolutely not!

Prices have two important characteristics. First, they
are endogenous to the economy. That is, they reflect
peoples' attempts to allocate resources efficiently.
Second, they provide signals to people which aid them
in their resource allocation. Neither of these should

12-554 0 - 83 ~ 7
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be distorted. Especially the latter. Even if the
private economy is inherently stable, that does not
mean that prices and quantities do not change. Pref-
erences for consuming now versus later as well as

-opportunities for doing so change over time. These

result in changes in economic activity. There is
nothing wrong with these changes. Even more, there is
something good about them. The good thing is that in
a free market economy they are associated with people
moving to more preferred allocations. Why should every
change in aggregate demand and aggregate supply be
offset? The economy is not Disneyland. It cannot be
controlled. The thing to do is to reduce the fluctua-
tions to those due to fluctuations in private activity
rather than add to them and confuse private decision
making with policy actions.

To what extent is monetary policy, as currently con-
ducted by the Fed, responsible for high interest rates,
as opposed to fiscal policy, and what policy changes,
if any, should the Fed make today in order to reduce
interest rates?

My answer uses the basic assumption that the Fisher
effect holds in that nominal (observed) interest rate
is approximately equal to (i) the expected real rate
of interest, plus (ii) the expected rate of inflation,
plus (iii) a premium for risk.

(i) The expected real rate of interest has been quite
high in 1982 but since receipt of your letter has
fallen drastically, just as monetarist theory
predicted. The explanation runs as follows. Infla-
tion follows money with an approximate two-year lag.
If the growth rate of the money supply is reduced,
the real stock of money is also reduced since prices
are still rising due to previous money growth. The
unexpected fall in the real stock of money causes
real interest rates to rise temporarily. Once the
surprise is over, the real interest rate declines
as economic activity and the rate of inflation
slows. The slowing in economic activity reduces
the demand for money just as the 'slowing of price
increases the real stock of money. The real rate
of interest returns to its pre-monetary policy
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change value. I believe that the fall in interest
rates which has been observed in August 1982 is a
reflection of people adjusting to a lower growth
rate of the money supply.

With respect to fiscal policy, I have been unable
to uncover any empirical association between the
deficit and interest rates. Why there is no
‘association remains a puzzle.

(ii) The expected rate of inflation should be falling
in response to the lower average growth rate of
the money supply. As it falls, nominal interest
rates will fall. It is, I believe, quite clear
that the deficit has no effect on inflation.

(iii) The risk premium in interest rates depends on
variation in the level of interest rates. Since
October 1979 this variation has increased substan-
tially. Thus it follows that the risk premium has
increased although I do not know the numerical
magnitude. ~If money growth steadies, then interest
rates will be less variable and the risk premlum
will fall.

In short, I think that monetary policy is respon-
sible for

i. fluctuations in the expected real rate of
interest,
ii. fluctuations in the inflation premium,
iii. fluctuations in the risk premium.

Thus, my &nswer is yes, I think monetary policy is
largely responsible for the behavior of interest
rates.

What should the Fed do? Reduce unanticipated
movements in the money supply. Keep the money
supply within its target band. Quit making it
so hard for market participants to plan for
real investment and saving decisions.

Thank you for your solicitation of my opinion. I hope my

views are clearly stated.
Alan C. Hess

Visiting Scholar

Yours truly,

ACH:bw
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THE UNIVERSITY OF NEW MEXICO
ALBUQUERQUE. NEW MEXICO 87131

August 27, 1982

Senator Roger W. Jepsen
Vice Chairman

Joint Economic Committee
United States Senate
washington, DC 20510

Dear Senator Jepsen:

I am pleased to have the opportunity to present my views on the issues raised
in your letter of August 5, 1982. There is considerable misunderstanding of
the policy prescription that could appropriately be labeled "Monetarism". It
is extremely important that the popular misconceptions be corrected, and that
our central bank be protected from well-intentioned, but mis-guided, pressures
to take actions that would result in re-accelerating inflation or a severe
depression.

My responses to each of the questions posed in your letter are as follows:

1. "Monetarism": essestially, this word is used as a label for the body of
theory which strongly suggests that the rate of inflation is a function of
the rate of money creation. Substantial evidence has been accumulated to
support the view that the Federal Reserve has adequate powers to achieve a
relatively steady and predictable rate of growth of the monetary base and
the narrowly defined money supply. If they were to do so, the observed
rate of inflation, and people’s expectations about future inflation, would
be closely related to such monetary growth. In turn, the level of market
interest rates would reflect the expected future rate of inflation plus
the real rate of return on productive capital.

2. "Changes in the demand for money": frequently there have been assertions
that changes in the public's desire to hold cash balances in the form of
currency or transactions deposits in banks have offset or undermined the
effects of monetary policy actions, or have provided a justification for
exceptionally rapid or slow growth of the money supply. However,
intensive studies of each of such periods have revealed that after a
period of two to four quarters such apparent "shifts in the demand for
money" have been reversed or "averaged out". Consequently, the rate of
increase of nominal income (GNP) over a period of a year or so has
consistently reflected the rate of money growth after somewhat of a lag.

THE ROBERT O. ANDERSON SCHOOL AND
GRADUATE SCHOOL OF MANAGEMENT



93

Sharp accelerations and decelerations of money growth are not accompanied
by a simultaneous sharp acceleration or deceleration of GNP growth;
therefore, in any single quarter the ratio of GNP to money (velocity)
fluctuates inversely with fluctuations in that quarter's money growth.

But this reflects nothing more than the fact that there are lags in the
relationship between money growth and economic activity. Since the rate
of inflation generally reflects money growth over a period of two years or
more, short-run fluctuations in money growth are reflected in similar
short-run fluctuations in the growth of real output.

wMonetarism and October 1979": it would not be correct to say that the -
Federal Reserve has successfully purused a "monetarist" policy since
October 1979. Federal Reserve officials have stated a long-run objective
of slowing the growth of monetary aggregates in order to reduce inflation,
which is consistent with a monetarist prescription. However, short-run
volatility of money growth has actually increased since October 1979,
which is contrary to a monetarist policy. As a result, the uncertainty
about future money growth, and therefore, future inflation, has actually
increased. The level of market interest rates has reflected this -
increased uncertainty. A steadier and more predictable rate of monetary
growth would have produced lower market interest rates, which is one of
the objectives of a successful anti-inflationary monetary policy.

wCredit controls from March to July 1980": the implementation and
subsequent removal of credit controls in 1980 caused changes in the actual
implementation of monetary policy. Market interest rates came under sharp
downward pressure soon after the contrels were imposed. Real economic
activity, and, therefore, effective credit demands collapsed as a result
of the controls. The Federal Reserve was not willing to see market
interest rates drop as drastically as market forces seemed to imply during
the first few weeks of the controls, so they provided fewer (drained more)
reserves from the banking system in order to moderate the rate of decline
of interest rates. In addition, the public appears to have decided to
hold a larger share of their money balances in the fomm of currency as a
result of the limitations imposed on the use of credit cards. These
developments resulted in an absolute contraction of the money supply at a
time when real economic activity was declining. When.the controls were
suddenly removed, credit demands immediately increased as economic
activity revived. The resulting upward pressure on interest rates was
viewed as undesirable because of the recession and rising unemployment.
Central bank actions in the summer and autumn of 1980 resulted in
extremely rapid growth of bank reserves and the money supply as interest
rates rose to the hightest levels in modern history. Such developments
were clearly contrary to a monetarist policy.

Since October 1979, Federal Reserve actions have continued to be
influenced by concerns over short-run pressures on market interest rates.
Volatility of monetary growth has been greater than previously, in part
because of such developments as the use of credit controls in 1980.
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6. "A price rule for monetary policy": achievement of stability in the
average level of prices of goods and services should be the primary
objective of monetary policy.” However, it is sometimes asserted that
policy actions to stabilize the dollar price of a specific commodity such
as gold would help to achieve greater stability in the dollar prices of
other goods and services. Unfortunately, the evidence bearing on this
issue is mixed. Uncertainty about the predictability of world supplies of
new gold, the industrial and other non-monetary uses of gold, and the

" speculative motives for holding gold in a world of political torment, have
caused the rate of exchange between gold and currencies to be more
volatile than the rate of exchange between major currencies and goods and
services. Introduction of some type of "price-rule" or price objective
may add to the credibility of long-run monetary policies, but there is no
‘substitute for achieving and maintaining a steadier rate of money creation.

7. "Monetary policy and interest rates": high market interest rates are not
an indication of a "tight" monetary policy. Gn the contrary, high nominal
interest rates generally reflect the fact that monetary growth has been
rapid in the past and inflation and expectations about future inflation
are correspondingly high. Furthermore, high volatility of monetary growth
in the short-run creates uncertainty about most likely future monetary
policy developments. Such uncertainty is reflected in a "risk premium"
that is built into nominal interest rates.

A slower average growth of the money supply would reduce the inflation
premium in market interest rates. A steadier and more predictable growth .
of the money supply would reduce the risk premium in market interest
rates. Achieving and maintaining low intereset rates is a primary
objective of a monetarist policy.

1 appreciate the effort you are making to increase general understanding of
these issues, and I hope my responses are of some use.

erely,
Ty Jord

JLI/sw
(09758)




95

LOYOLA UNIVERSITY OF CHICAGO

GEORGE G. KAUFMAN
JOHN F. SMITH, JR. PROFESSOR

OF FINANCE AND ECONOMICS ®
SCHOOL OF BUSINESS ADMINISTRATION

Warer Tower Campus * 820 North Michigan Avenue, Chicago, Illinvis 60611 * (3. 12)670-2893

August 11, 1982

Senator Roger W. Jepsen

Vice Chairman

Joint Economic Committee
Congress of the United States
Washington, DC 20510

Dear Senator Jepsen:

This 1s in response to your letter of August 5 requesting my comments on a number
of propositions concerning monetary policy.

1. What is "monetarism'?
Although all monetarists are not of the same thought and differ on a wide range
of issues, I believe that they all accept four basic principles:
a) changes in the nominal money supply will result in later, almost proportional
changes in the same direction in the price level and, eventually, in nominal
income;
b) the demand function for a specific definition of money can be summarized in a
small number of variables and, although not constant, 1s reasonably stable and
predictable;
¢) the Federal Reserve can and should control the money supply;
d) the private sector of the economy is basically stable and does not frequently
require active contra-cyclical economic policy.

2. Are changes in the demand for money frequent gh, large h,

and sufficiently long lasting to vitiate the usefulness of "monetarist

monetary policy? What about changes in real output?
There is no evidence that changes in the demand for money are frequent enough,
large enough, nor sufficiently long lasting to decrease the usefulness of "mone—
tarist” monetary policy. With the possible exception of the 1974-75 period, there
is no empirical evidence that even the major imnovations in the financial sector
that have occurred in recent years have shifted the demand for money sufficiently
to seriously hamper monetary control of the economy. These conclusions have been
reached on the basis of thorough empirical investigations both inside and outside
the Federal Reserve System. For example, see the articles in the May/June 1982
Economic Review of the Federal Reserve Bank of Richmond and the February 1982
Review of the Federal Reserve Bank of St. Louis. Even if large and structural
shifts in the demand for money did occur, the major impact in recent years would
have been through innovations that reduce the demand for money and thus should
lower interest rates for a given growth rate in money supply. Moreover, judging
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from the much faster growth in money supply than real output over recent years,
it appears unlikely that insufficient monetary growth in response to growth in
real output 1s responsible for high interest rates. :

3. 1s it correct to say that the Federal Reserve has been following a
"monetarist" policy since October 19797
No. Monetarists believe in relatively steady rates of monetary expansion, at
least from quarter to quarter if not from month to month. In addition, monetar-
ists believe in focusing on only one definition of money supply. Although M1 has
slowed in recent years, this is not true of M2 or M3, and the intrayear movements
in Ml were more volatile after October 1979 than before.

4. Did implementation of the Credit Control Act in March 1980 interrupt
the "monetarist" policy announced in October 19797 If so, how and for
how long? :
No. As argued in response to question 3, there has not been a true mometarist
policy before or after March 1980.

5. If not, then what change actually occurred in October 1979, and how

would you characterize Fed policy since that time?
The October 1979 change appears to have been a well-intentioned change to place
greater emphasis on monetary aggregates in order to send a strong signal to the
market that the Fed was finally taking a stronger stance against inflation. Pre-
vious Fed anti-inflationary pronouncements were not followed by supporting actions,
and the Fed's credibility had worn thin. The difficulties of galning greater
control over the money supply under a regime of lagged reserve accounting were
apparently not fully appreciated at the time, and efficient procedures for con-
trolling money in such an environment have never been adopted. The procedures
currently used are inefficient and make it very difficult to achieve the announced
monetary targets. As a result, the October 1979 change has resulted primarily in
increased confusion among the public, the government, and even the Federal
Reserve, but little actual change in monetary conduct.

6. How do you feel about moving towards a "price rule" for monetary

policy?
Although I can understand the motivation for a price rule, it would be difficult
to devise an effective price guide in today's complex economy. The same ultimate
objectives may be achieved more efficiently through other means, such as a
monetary growth rule.

7. To what extent is monetary policy, as currently conducted by the Fed,.
responsible for high interest rates, as opposed to fiscal policy, and
what policy changes, if any, should the Fed make today in order to reduce
interest rates? ’
I believe that the current high interest rates are attributable to a number of
factors, including a general lack of credibility in the Federal Reserve and fed-
eral government in maintaining the current reduced rates of inflation. The public
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has been burmed once too often at severe costs. Bonds used to be relatively
riskless "fixed-income" securities. Recently, they have been almost as price
volatile and thus as risky as stocks. Losses on these "safe" investments have
not only been large but unexpected and experienced by those who did not think
they were assuming much risk., Thus, investors are anxious, and rightfully so.
Most surveys indicate that, contrary to actual rates of inflation in recent
months, the public still views inflation in double digits. This 1is not overly
surprising as it took the public a long time to upgrade its inflationary expec-
tations sufficiently high to correspond to the actual rapid rates of inflation in
the late 1970s. Thus, it may reasonably be expected to respond equally slowly on
the downside. In addition, thée unusual volatility in money supply has bred con-
fusion and reinforced the anxiety among market participants. Interest rates will
come down significantly for any length of time primarily after the Federal Reserve
has achieved a more stable and longer lasting slower growth in money. The
recently announced intention by the Fed to change to a more contemporaneous
reserve accounting system in 1983 should give it a more efficient control over
monetary growth, if it wishes to do so. The major question, however, 1s one of
will, not of means. .

Current fiscal policy is more of a psychological than economic contributor to
current high interest rates. A smaller deficit achieved through tax increases
should reduce interest rates by reducing both national income and the need to
channel funds from the private to the public sector through the financial capital
market. But, because of the reduced aggregate demand, these lower rates should
oot stimulate physical capital spending but may reduce the strains on those fin-
ancial and nonfinancial firms that are burdened by high interest costs from their
borrowing activities at higher interest rates. A smaller deficit through reduced
government spending should also reduce interest rates but with likely smaller
adverse effects on aggregate income in today's environment.

I hope that I have been responsive to your questions. I enclose a recent paper
in which I address a number of these concerms in greater detail.

GGK: bm

Enclosure
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The University of Western Ontario

Qffice of the Chgirman
t of Economics September 1, 1982
Social Sciencs Centre
London, Canada
N8A 6C2

Roger W. Jepsen, U.S.S

Vice Chairman

Joint Economic Committee
Congress of the United States
Washington, D.C. 20510

Dear Senator Jepsen:

Your letter of August 5th was waiting for me when I returned from
vacation. Since this is the beginning of term, I thought that a quick and
rather brief reply to it would be more useful to you than a longer response
which I might not be able to get off until sometime in October. Fortunately
it is only about eighteen months since I completed a lengthy paper on
"Monetarism' which deals with many of the points that you raise. I enclose
an offprint of it in the hope that you might find it helpful. With that
in mind let me quickly go down your list of questions.

1. I have nothing réally to add to what I have said in my paper.

2. No, I do not think -that shifts in the demand for money are frequent
or large enough to vitiate the usefulness of gearing monetary policy
to medium term growth rate targets for some appropriate monetary
aggregate. Two kinds of instability need to be thought about here
however. First, institutional change in the banking system undoubtedly
causes the demand for money function to shift over time. This seems
to me to be a sufficient reason for rejecting proposals to enshrine
"monetarist' policy prescriptions in constitutional amendments and
such. On the other hand there is considerable short run variability
in measured demand for money functions. That seems to me to make

" monetary policy unsuitable for fine tuning the economy. Moreover much
of this instability, I believe, is produced by the econometric
techniques which we use in attempts to estimate demand for money
functions. We almost always use the supply of money to measure the
demand for it. This is alright so long as it is safe to assume that
the supply and demand for money are equal, but I believe that this is
an invalid assumption over short periods such as a quarter, and may
even be invalid, when monetary policy is particularly erratic, over
periods as long as a year.

You raise the question of real output changes. I would put the matter
this way. So long as there is a stable demand for money function over

. /continued page 2
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the medium term, one would expect changes in the supply of money to
cause changes in prices, output, and interest rates. We can be reason-
ably confident I believe that over periods like four or five years,

the bulk of the relevant changes will come out in the price level.
However over shorter periods there i{s no doubt that the possibility

of interest rate and output changes makes it almost impossible to
predict the immediate impact of monetary policy on the price level.
This, to me, is another reason in favour of setting medium term targets
for monetary growth and not worrying too much about trying to fine tune
prices or real output with monetary growth. I think the dynamics of

the interaction of the relevant variables over periods shorter than
about five years are too ill understood for us to be able to carry out
fine tuning with monetary policy. i

The Federal Reserve has been targeting monetary growth since October
1979, and has succeeded in reducing the long run average rate of growth
of the relevant monetary aggregates. However there has been a lot of
short term variability in monetary growth rates, and that is hardly

a characteristic of "monetarist' policies.

4. & 5. 1 do not feel suitably qualified to comment on these questions

in a useful way. I am not sufficiently familiar with the day by day
operations of U.S. financial markets over the relevant period.

I presume that by a "price rule" you mean attempting to stabilize the
price level by manipulating the money supply. I would argue that medium
term monetary growth targets are the best feasible way we have of
achieving price level targets at the moment. If we had more knowledge
of the dynamics of the macroeconomy, and if we could be confident that
the very growth of that knowledge would not itself affect the structure
of the economy, which it probably would, then perhaps we might be able
to do better by attempting to fine tuhe the price level. However I do
not believe that that is a practical proposition at the moment.

I believe that the main reason for high nominal interest rates is high
inflation expectations. The only way that the Fed can have a permanent
downward effect on the level of nominal interest rates is to continue
to pursue an anti-inflation policy. As that policy influences the price
level's behaviour over time, so also interest rates will fall. That
being said, inflation is not the only influence on interest rates.
Other things equal, the larger is the federal deficit, the higher one
would expect interest rates to be. This effect arises for two reasons.
First, federal borrowing puts extra pressure on capital markets and
some private borrowing has to be "crowded out" to make room for federal
borrowing. 1 do not believe that this has to be a hundred percent
effect to be important. Second, when federal deficits are high there
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must always be a worry that they will be funded by money creation at
some time in the future. This effect keeps inflation expectations high,
regardless of the current behaviour of the actual inflation rate, and
is in my view probably the more important channel whereby fiscal policy
is keeping interest rates high at the moment.

1 hope you find this very brief letter and the enclosed paper of some
help. If I can be of further assistance to you please do not hesitate to
get in touch with me.

Yours sincerely,

4Laidler

Chairman
/the

enclosure
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THE UUNIVERSITY OF NORTH CAROLINA
o AT
) CHAPEL HILL
Schoot of Business Administration The University of North Cagolina st Chapel Hill

Carvoll Hall 012 A
Chapel Hill, N.C. 77514

August 13, 1982

Senator Roger W. Jepson
Vice Chairman

Joint Economic Committee
Congress of the U.S.
Washington, DC 20510

Dear Senator Jepson:

I would like to take the last sentence in the opening paragraph of
your letter of August 5 as my principal theme. It reads "Therefore,
recent changes in the demand for money and in real output which have not
been accommodated by faster money growth are responsible for high interest
rates". I agree fully except that I would omit the word "recent". Over
the post-war years velocity has trended upward steadily and this trend
has been accompanied by higher interest rates. The attached note published
in the fall of 1981 reflects my position on this development. Please
consider it a part of my reply to your letter.

I agree with commentators referred to in the second paragraph of your
letter who have argued that the Federal Reserve's policy is essentially
“monetarist” and that this "monetarist" policy is largely responsible for
high interest rates. However, I disagree completely with tying the money
supply with a price level target (whether gold, or a sensitive commodity
index, or other proxy) at the present time. On the contrary this would
freeze in the present high monetary velocity and high interest rates. It
is impossible for me to believe that rates can fall much as long as yelocity
remains at present levels.

The long-term linear relationship between proportionate cash balances
(k) and capitalization factors leads to a number of conclusions about
monetary policy:

(1) The stability of the parameters and the high explanatory power
suggest that M1 still is a valid measure of the amount of money used in
meeting transaction requirements{See also Robert Weinstraub's letter to
WSJ Oct. 14, 1981),
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(2) The high exp1an2tofy power of K alone especially when lagged
residuals are included (R¢ = .99) suggests that other factors have had
only secondary influence on long-term interest rates over the years.

(3) To stablize and reduce long-term interest rates it probably
will be necessary to increase M1 not only to supply adequate funds
for future growth but also to bring velocity down enough to be compatabie
with lower interest rates. This reduction in V might well call for an
increase of 50% or more in M1, Under present depressed conditions even
an increase of this magnitude might not lead to inflation--the extra
money might only reduce the enormous supply of money substitutes now
available-~but it is entirely possible that some form of credit and
price control or incentives might be necessary in the transition period.

(4) The possibility of a stable growth path with full employment
is much greater when long-term interest rates center around 4%, which is
not far from the long term real growth rate of the economy., Rates were
around this level for the first 60 years of this century. Experience
teaches us that such nominal rates are consistent with deflation as well
as inflation.

(5) The long-run relationship between V and r generally is recognized
but usually is stated as V = f (r) rather than r = f?v). For example, see
page 20 of the Joint Committee report on the impact of deficits on inflation
(July 30, 1981) where the long run response of V to r is estimated to be on
the order of only .2. Of course if r and V are highly correlated this

implies a 5 for 1 relation between r and V if r is stated as a function of

V and obviously suggests that interest rates are highly sensitive to velocity.

Answers to your particular questions:
Question 1:

Answers to questions 1 and 2 in your letter possibly can be shown best
by use of the old equation of exchange

MV = PT

The original quantity theorists (monetarists) assumed that V, the turnover

of money, was approximately constant and that T, representing real income

was exogenous so that changes in M would work themselves out directly by

changes in prices. The newer version of the theory is that the steady

growth in V over the post-war years has been an institutional development.

With either version V has 1ittle explanatory power for other economic variables
such as real or nominal interest rates. Changes in M are crucial in influencing
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changes in PT and hence M alone is the crucial policy variable in the
monetarist view.

Question 2:

To control PT it is necessary to control MV and not M alone. The
monetarists disregard the importance of interest rates on the opportunity
cost of holding cash balances and hence, do not recognize that V can be
controlled and stabilized only through interest rates. M alone is not
sufficient to control either P alone or PT.

Question 3:

The Federal Reserve has been following a "monetarist" policy since
October, 1979,

Question 4:

I have not been able to separate out the effects of the Credit Control
Act in March, 1980, either on policy or on results.

Question 5: ,
Since Oct. 1979, Interest Rates have been even more a "loose cannon®.
Question 6:

Monetary policy involves both money and interest rates. Price
stabilization with full employment is certainly a desirable objective.

Question 7:

The Fed's present policy has been a disaster. It should immediately
lower interest rates by increasing M1.

Sincerely,
- -—7
#emJ:i QAT
Henry A. Latané
Willis Professor of Investment

Banking (Emeritus)
UNC-CH
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THE PENNSYLVANIA STATE UNIVERSITY
613 KERN GRADUATE BUILDING
UNIVERSITY PARK, PENNSYLVANIA 16802

College of the Liberal Arts
Department of Economics

August 26, 1982

The Honorable Roger. W. Jepsen

United States Senate

Vice Chairman, Joint Economic Committee
Congress of the United States
Washington, D.C. 20510

Dear Senator Jepsen: ]
I have enclosed responses to the questions contained in

your letter of August 5, 1982. 1 hope my thoughts are
helpful and I shall Took forward to the JEC report on these

issues.
SincereIF. ’
Raymofid E. Lombra
Professor of Economics
/dh

Enclosure
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As Karl Brunner (University of Rochester) and Thomas Mayer (University

of California-Davis) have written, monetarism encompasses four basic
propositions: (1) adherence to the quantity theory of money in the sense
than an increase in the money stock (of the-monetary'base),for example,

is expected to raise prices (and nominal income), and thus reduce the

value of money; (2) the specification of a transmission mechanism liﬁking
policy variables and the ultimate policy objectives (inflatibn, unemploy-
ment, and real growth).wh1ch emphasizesthe wide range of substitution
relations linking relevant variables, the role of expectations (and shocks)
in determining the relationship betwegn both real and nominal interest o
rates and inflation and uneﬁp]oyment, and.the'stability of functions
explaining the demand fbr money and the supply of money; (3) belief in the
inherent stability of the private sector; and (4) belief in a"smooth
functioning, efficient capital market (domestically and globally) which
renders various pieces of sectoral (allocative) detail relatively unimportant
(compared to the quantity of money) in determining movements in nominal
income. _

It_is jmportant to emphasize, as David Laidler has said, "Monetarism
is not some rigid prtﬁodoxy but rather an ongoing, expanding, and above all
'pragmatic body of doctrine.” Moreover, the policy recommendations advanced
by monetarists, genérally calling for low, smooth growth paths for the
money stock, do not emanate from any strong belief that they have a corner
on the truth. Quite to the contrary, such recommendations are viewed as a
stabilizing force given the pervasive uncertainty surrounding our knowledge
of the relevant linkages and the poor performance of policymakers over

the past 10-20 years.

12-654 0 - 83 - 8



106

There is some evidence that changes in the trend growth rates of real
output .and velocity, the latter being related to shifts in the demand for‘
money, occurred during the 1970's. Nefther development vitiates the -
usefullness of monetarist policy recommendations. Nhat_ig required is

an adjustment (downward in the case of a rise in velocity and a drop in
output trends) in the rate-of moneta}y §rowth deemed to be consistent
with noninflationary econemic growth. .

My perception of whqt thg Fed has been doing since'October 197§ is
describéd fully in the attached article from the American Banker.

I believe the credit controls program was a majof error. Its implementation
and subsequent removal generated gyration§ in the economy and the monetary
aggregates which were neither anticipated nor well handled. More '
specifically, the reécce1eration of monetary growth in the last half of
1980, which was clearly excessive, helped to sow the seeds of the most
recent downturn in économic activity.

In addition to the comments in the American Banker article, I would only
say that Fed policy thus far in 1982 has been constructive. By this I
mean that the rate of monetary growth is sufficient for a moderate,
sustainable recovery which does not rekindle inflation. ?

This is a complex subject. I am not persuaded that the types of price
rules proposed would in and of themselves lead to a significant improve-
ment. However, getting the Fed to specify a nominal GNP objective does
deserve some careful thought.

As I said in my testimony before the JEC on June 10, 1982, I believe the

Fed has been following a path which is consistent with interest rates
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moving lower over time. Considerable improvement was, of course, experienced
over the summer. More recently, the evidence of increased fiscal disipline
which has surfaced has helped to sustain the downward movement in rates.
Taking these developments into account and remembering past experience,
suggestions about raising money growth further should be ;trongly re-
jected; whatever temporary relief was fostered would be more than swamped

by the untoward effects of the resulting erosion of the Fed's hard won

creditability. . ) -
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THE UNIVERSITY OF MICHIGAN

GRADUATE SCHOOL OF BUSINESS ADMINISTRATION
ANN ARBOR, MICHIGAN 48109

Edmund Ezra Day University Professor August 12, 1982

of Business Administration

‘Senator Roger W, Jepsen

Vice Chairman

Joint Economic Committee
Congress of the United States
Washington, D.C. 20510

Dear Roger:

This is in response to your letter of August 5 posing

some propositions for comment. My brief comments in order would
be along the following lines.

1.

I interpret "monetarism" to be placing primary emphasis on
changés in the money supply as the factor determining the
level of economic activity in nominal terms. There is a
tendency for monetarists to prefer smaller increases in

public spending than others, but I do not see that as inherent
in monetarism.

To suggest that changes in the demand for money are sufficiently
important "to vitiate the usefulness" of monetarist policies
would be to overstate the case. I do think we have learned that
money matters, and probably matters a great deal, but there are
many other things which economic theory and students of public
policy must take into account.

My short answer would be in the affirmative. At the same time
it would not be fair to say that the Federal Reserve excludes
all other considerations from their policy decisions.

Yes--and the implementation of that unfortunate act also produced
an enormous displacement effect in the economy. Unquestionably
it was the major cause of that recessionette in 1980.

See above.
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I am skeptical of any single simple rule. Obviously what is
happening to the price level should be taken into account.

Monetary policy as currently conducted probably has had very
little to do with high interest rates. What the Federal
Reserve is haunted by, and for that matter the whole

economy, is a long legacy of increasingly inflationary
monetary policy particularly during the latter half of the
1970s. It would be unrealistic to assume that financial
markets and people generally will in a few months be believers
about any proffered changes in a path for monetary policy that
has been established over a period of years.

Regards,

L, e

e
Paul W. McCracken

PWM:d3
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UNIVERSITY OF WASHINGTON
SEATTLE, WASHINGTON 98195

August 12, 1982

Department of Economics

DK-30

The Honorable Roger W. Jepsen
Vice Chairman

Joint Economic Committee
Congress of the United States
Washington, D. C. 20510

Dear Senator Jepsen:

Thank you for your letter of August 5, 1982, I am pleased to comment on
the propositions listed there.

Question #1: What is monetarism?

A.

Monetarism suggests that persistent inflation is largely a monetary
phenomenon. Therefore, its primary implication for policy is to
prescribe a rate of money growth approximately equal to the long-run
rate of growth of real output. Given a stable time path of velocity,
this prescription will produce stable prices. Monetarism strictly
rules out nominal interest rates and the rate of unemployment as
viable targets for monetary policy. Persistent attempts to lower
nominal interest rates or to lower the rate of unemployment by
increasing the growth of money will, in the monetarist view, lead

to ever-accelerating inflation.

Question #2: Do changes in money demand or real cutput vitiate the

A.

usefulness of monetarists' monetary policy?

Here the important distinction is between predictable and unpredictable
changes in money demand and real output. Monetarist doctrine explicitly
recommends allowing money growth proportionate to predictable real
output growth. Unsystematic changes in money demand or in real output
should, under the monetarist view, not be accommodated, since before
the fact, they are very difficult to predict. More particularly, if

a random positive shock to money demand or a random increase of real
output above its long-run trend level causes an increase in the nominal
interest rate, the monetarist view suggests that such changes should
not be accommodated. The basic reason is that before the fact there

is no way to tell whether such disturbances are permanent or temporary.
Non-monetarists would argue that the interest rate changes inherent

in such shocks cause sizeable enough disturbances to economic activity,
that they should be offset.

301 Savery Hall / Telephone: (206) 543-5955
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Question #3: Is it correct to say that the Federal Reserve has been
following a monetarist policy since October, 19797

A. The monetarist prescription in the pre-October, 1979, period was
to lower and stabilize money growth rates. The idea was that
this would lower and stabilize inflationary expectations and
thereby lower and stabilize nominal interest rates. It was
recognized that during the transition to a new policy regime
some increased volatility of interest rates could be expected.
It is well known that since October, 1979, the volatility of both
interest rates and money growth has increased considerably,
although the largest movements in money growth rates occurred
during the second and third quarters of 1980 in the wake of the
brief experience with credit controls.

Monetarists typically recommend targeting the growth of an
aggregate, such as M}, or the monetaty/base. Since October of 1979,
the Fed's stated policy has been to target non-borrowed reserves
while tolerating a broader range for the Federal Fund's rate.

Many have argued that this procedure, in conjunction with lagged
reserve accounting and the absence of a penalty discount rate, has
contributed considerably to the enhanced volatility of money

growth. Such critics would argue that these features of the
Federal Reserve's new operating procedures are responsible for

much of the volatility of momey growth rates. They would argue,
further, that the Fed has not gone far enough fuly to implement
monetarists' prescriptions to stabilize money growth. The resulting
high level of volatility of money growth rates, with many attendant
“surprises" 1in the path of the money supply have, it is argued,
contributed to enhanced volatility of interest rates. These views
are detailed in my enclosed article, "What Has Gone Wrong?" that
appeared in The American Banker in the Fall of 1980.

Question #4: Did implementation of The Credit Control Act in March, 1980,
interrupt the monetarist policy announced in October of 1979?

A. There is considerable evidence to suggest that imposition of The Credit
Control Act in March, 1980, resulted in a very sharp drop below target
of money growth rates during the second quarter of 1980. The subse-
quent 1ifting of the credit controls during June of 1980 resulted in
a sharp acceleration of money growth above targeted rates during the
third quarter of 1980. (See again, "What Has Gone Wrong?")

Question #5: What change (in monetary policy) actually occurred in
October, 1979, and how would you characterize Fed policy
since that time? :
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As noted above, the Federal Reserve moved to a policy of targeting
non-borrowed reserves while tolerating considerably wider ranges
for the Federal Funds rate. That policy, with the difficulties
described above, has been largely adhered to. Some would argue
that there have been brief episodes, perhaps such as that late in
1981 and early in 1982, when the Fed appeared to be attaching
somewhat more weight to an interest rate target.

Question #6: How do you feel about moving toward a price rule for

A.

monetary policy?

Holding money growth approximately equal to the rate of growth of

- real output with allowances for amy trend in velocity constitutes

a "price rule" for monetary policy. I do believe that such a rule
is the most appropriate one for monetary policy if "price rule"
means that maintaining stable and predictable prices is the
primary objective of monetary policy.

Question #7: To what extent is monetary policy as currently conducted

by the Fed responsible for high interest rates as opposed
to fiscal policy?

Studies which I have conducted suggest that historically high real
interest rates during 1981 resulted from a combination of unexpectedly
slow money growth, falling inflationary expectations and, to some
extent, to a structural change in the cyclical pattern of fiscal
budgetary deficits attributable to the sequence of tax cuts embodied
in The Economic Recovery Act of 1981. Given the long period of
accommodative monetary policy by the Federal Reserve prior to 1980,

it was almost inevitable that actual follow-through on a serious
program of inflation control by lowering and maintaining reduced money
growth rates would produce transitional increases in expected real
interest rates. This proved to be the case. Further, these effects
occur promptly while negative impact upon nominal rates of reduced
inflationary expectations occurs more gradually as the Fed gains
credibility regarding its determination to slow inflation. Regarding
fiscal policy, typically the financial markets can anticipate a drop
in federal budgetary deficits as the economy recovers and private
sector credit demands rise, However, a schedule of annual reductions
in personal tax rates through 1984 and subsequent indexing raises the
possibility that this pattern will be broken and replaced by a situa-
tion where federal budgetary deficits may rise during a recovery.

The expected/collision of private and public borrowing demands results
in an expectation of historically high real interest rates.

There 1s very little the Fed can do beyond what it is doing to reduce
interest rates, save for an improvement in operating procedures which
would, perhaps, result in somewhat less volatility of interest rates.
Reductions in interest rates below levels prevalent now in August of
1982 will come from two sources. First, a broadening conviction of
the Fed's determination to keep money growth at a level consistent
with low and stable inflation. Second, and this event is by no means
certain, a resolution of the uncertainty regarding a change in the
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traditional cyclical pattern of Federal budgetary deficits.

Over all, I think it unfortunate that the initiative to control
inflation has, since the Summer of 1981, been burdened with
considerable uncertainty surrounding an experiment in fiscal
policy. My concerns on this question are further detailed in :
The American Banker article, "Control Money Before Cutting Taxes."

Should you wish further elaboration on any of the points I have raised
here, I would be happy to comply. I should note that after September 1,
1982, I will be taking sabbatical leave in Washington, D. C. While
there I can be reached through the Fiscal Affairs Department at the
International Monetary Fund, or at home at 5041 Cathedral Ave., N. W.,
Washington, D. C., 20016, telephone 686-6922.

Sincerely,

(:J‘L"‘ ‘f‘ ‘1:»1*.;_
John H. Makin
Professor of Economics and
Research Assoclate,

National Bureau of Economic Research

Enclosures



114

UNIVERSITY OF CALIFORNIA, DAVIS

BERKELEY * DAVIS * IRVINE ¢ LOS ANGELES + RIVERSIDE * SAN DIEGO * SAN FRANCISCO SANTA BARBARA ¢ SANTA CRUZ

DEPARTMENT OF ECONOMICS DAVIS, CALIFOANIA 95616

August 27, 1982

Senator Roger W. Jepsen
Vice Chairman

Joint Economic Committee
U.S. Congress

Room G 133

Dirkson Senate Office Bldg.
Washington, D.C. 20510

Dear Senator Jepsen:

Than.k you for your letter of August 5. Enclosed are replies
to the questions you raised.

With best wishes,

Sincerely,

e
M/\P"vs my_\/
Thomas Mayer

Professor of Economics
TM/kE

Enclosure
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REPLY TO QUESTIONS

Thomas Mayer, University of California, Davis

1. What is Monetarism?

A basic attitute that underlies monetarism and differentiates it from most
Keynesian thinking is that if focuses on the long run. Typically, when confronted by
some macroeconomic problem, Keynesians will advocate a policy that will work in the
short run, though they admit that in the long run it will be ineffective, or have
unfavorable effects. By contrast, monetarists tend to pay little attention to the current
problem and advocate policies that become eventually beneficial. Not surprisingly,
Keynesian economists tend to think that the short run lasts a relatively long time,
while monetarists tend to think that the long run arrives fairly quickly.

Another difference between the two schools relates to their political suppositions.
Keynesians tend to think that the political process can readily be controlled, so that
policies that require considerable sophistication and restraint by policymakers can be
successful. Monetarists, on the other hand, doubt this because they are worried about
political pressures on the policymakers, as well as about bureaucratic inefficiences,
and about the limited amount that economists know about the way the economy
functions. Monetarists accuse Keynesians of assuming that decisions on rﬁonetary and
fiscal policy are made by a philosopher-king. This political difference is connected
with the previous point about the short run and the long run. A Keynesian can advocate
the adoption of expansionary policies in a recession, while believing that these policies
would be harmful if they are not terminated once the economy reaches high employment.
Since it is obvious that these policies should then be terminated they will be terminated.
Since monetarists are less sanguine about this, they oppose the adoption of such policies
that would be harmful if maintained in the long run. .

On a more specific level monetarism may be distinguished By twelve
characteristics, six relating to policy, three to theory, and three to research method.

The policy ones are:’
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2.

4.

5.

6.

116

use of the money stock or the monetary base, rather than interest rates as a
target for Fed policy, and a belief that the Fed can control the money stock
adequately;

use of the base or total reserves, instead of unborrowed reserves or the federal
funds rates as an instrument to reach the desired mc'mey growth rate:
Acceptance of a long run growth rate rule for money, that is having the money
stock grow at a fixed rate (or as close to a fixed rate as can be achieved)
regardless of circumstances. Not all monetarists want to go this far, but all
would want at least relatively stable moﬁey growth;

rejection of an attempt to trade off more inflation for less unemployment; most
monetarists believe that inflation does little, if anything, to reduce unemployment
except possibly in the short run:

Relatively more concern about the evils of inflation than about the evils of
unemployment. This does not mean that monetarists are unconcerned about
unemployment; to a considerable extent it just reflects their great concern about
inflation:

In general, monetarists are more opposed to 'government intervention than is

true of the majority of economists or of the general public.

With regard to economic theory, monetarists:

1.

2.

accept the quantity theory of money, that is the propositions that (a) changes
in the quantity of money bring about proportional changes in nominal income,
and (b) observed changes in nominal income are due predominately to changes
in the money growth rate;

describe a process by which money affects income that places relatively little
emphasis on nominal interest rates. Monetarists differ among themselves about

the specifics of the transmission process.
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Monetarists believe that the private sector is relatively stable. While, in the
absence of government intervention, there would still be some. fluctuations in
employment and prices, these fluctuations would be milder than the ones we
experience now when the government does intervene. In this way monetarists

differ sharply from Keynesians.

Monetarists differ from Keynesians in their method in the following three ways:

) They analyze aggregate demand as a total unit rather than as the sum
of demands in various sectors of the economy. Since aggregate demand
is obviously both a total unit and the sum of demands in various sectors,
this disagreement between monetarists and Keynesians is not a difference
about facts or theory, but about tﬁe most convenient research strategy.

(2) Similarly, monetarists look at the price level as a single unit, rather than
as an aggregate of individual prices. This is too, a matter of research
strategy, but it does relate to differing assumptions about the downward
flexibility of prices. Monetarists think of prices as being more flexible

than Keynesians do.

(3) Monetarists prefer to use small models that relate nominal income directly

to the money supply rather than the large econometric models favored
by Keynesians.

These twelve monetarist propositions are all interrelated, though one can accept

some while rejecting the others. A number of other economists and I have discussed

these monetarist characteristics in greater detail on The Structure of Monetarism (New

York, W. W. Norton, 1978)

2

Are Changes in the Demand for Money Frequent and Large Enough to Vitate

the Usefulness of Monetarism?

Most studies relating money holdings to income and certain other variables have
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shown a less stable relationship for recent years than for previous years. Although
some have found a stable relationship for recent years too, it is too early to tell
whether these studies have dicovered a genuinely stable relation or have just been
lucky. But suppose that the relation between money and income has actually become
_less stable. Does this mean that it is too unstable to serve as the basis for policy?
Since Fed must do something, the question is not so much whether the money-income
relationship is smble or not, but whether it is less stable than the relation between

interest rates and income.l

Those who point‘to the instability of the money-income
relationship have only looked at half the question. Deciding whether the money-income
or the interest iate-in’come relation is stabler is extremely difficult, in part because
it is tied up with another issue, the measurement problem. It is quite possible that
the seeming instability of .'the vmone-y-income relation reflects in good part merely: the

difficulty of measurmg money in an era of money market funds, consumer repos etc.
At the same time, the observed before-tax nominal rate of interest is hardly a good
measure of the more relevant after-tax real interest rate,

) But even suppose that the interest-income relation were stabler than the money-
income’ relation and that the interest rate could be measured better than the money v
stock. Deepite this the money stock might still be a better target for Fed policy

" than the interest rate. This becomes plausible if one drops the assumption, underlying
most discussions of monetary policy, that the Fed is extremely efficient. Once one
euows for inefficiencies and bureaucratic biases a whole range of additional
considerations becomes relevant. In a forthcoming paper 1 have tried to see which
target is more likely to lead to three errors, (a) inertia in changing the target setting
when it needs changing, (b) money market myopia and (¢) confusion between real '_gnd»
nominal magnituda.z. I also investigated whether, given these three biases, the damage

that is done by using an interest rate target when a money stock target is appropriate
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is greater or less than the damage done in the converse case. On these tests the
money stock performs much better than the interest rate. Hence, despite any recent
shifts in the relation of money to income, ‘I believe that the money stock is still a

better target than is the interest -x‘:at'e.' :

3. Has the Fed been monetanst smce October 197972

The Fed's policy has been more monetanst since October 1979, since it is now
wuhng to allow mterest rates to ﬂuctuate much more than before, and thus can
concentrate. better on_jts money stock target. But at the same time it has used
unborrowed reserves as ;ts ;nstrument of pohcy, ina \vay,that may well be inconsistent
with monetarism. The main question is what. happens when the demand for money
increases.’ lf the Fed accomodates this by al.lowmgv the supply of money to rise it is
operatmg contrary to monetanst doctrine and is acting as a potential engme of mflatxon.
To the extent that the Fed allows banks to obtain more reserves by borrowmg from

it and cbes not offset thns increased borrowing it is domg just that. The quesnon,'

therefore is to what extent the Fed does offset borrr.\wmg.3 This is hard to say. The
Fed does estimate borrowmg in deciding what volme of mborrowed reserves to supply.
But, at least in 1980 it oontmually underestimated the upswings in borrowing, so that
total (borrdv)ed plus nonborrowed) reserves would rise as benks borrowed more. In one
way it is easy to sympathize with the Fed's accomodation of borrowing since increased
borrowing -in the very short run- will frequently be a manifestation merely of an
increased demand for reserve due to some technical factors, such as a shift of deposits
" . to banks with higher reserve requirements, rather than a manifestation of an inflationary
inerease in aggregate demand. Since the Fed .does not know which it is, it has to
make a guess, and run the risk-of either not accommodating when it should, or
accommodating when it shoul&n't.' What is disturbing from both a monetarisl[ and a

Keynesian viewpoint is that the Fed seems (or at least seemed in the past) to have
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favored accomodation. [ suspect, though this is no more than a suspicion, that this
is due to myopia. The Fed is very close to the money market and sees the losses in
terms of financial inefficiencies that occur when it does not accomodate a merely
technical rise in the demand for reserves, so that interest rates rise unnecessarily.
The longer-run effect of accomodating when it should not, i.e. increased inflation, is

not so apparent to it.

4. What was Effect of the Credit Control Act?

I have not studied this episode and cannot answer this question.

5. What Change has occured since October 19797 .

The biggest change is that the Fed has shifted its emphasis away from the
microeconomics of'the financial system to macroeconomics. It is not correct to
characterize the "October revolution" as a shift from using an interest rate target as
a stabilization tool to a money growth target. Although the Fed prior to.October
1979 did talk about using the interest rate as the intermediate target of its stabilization
policy this is not what it actually did. To use an interest rate ta.rgelt as a stabilization
tool the interest rate must be allowed to change. Suppose the Fed wants income to
remain constant, but spending incentives rise. To moderate the rise in income it must
then allow interest rates to rise. But prior to October 1979 the Fed was greatly
concerned with stabilizing interest rates; hence when spending incentives rose it would
try to keep interest rates stable, thus allowing nominal income to rise.. Similarly, in
a recession when demand for goods and services fell, so that the interest rate fell
too, the Fed would limit the fall in interest rates by reducing the growth rate of the
money stock. The Fed now does pay much more attention to stabilizing income instead

of stabilizing interest rates.
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But on the other hand if the Fed were really concerned about controlling the
money growth rate it would have responded to the large fluctuations in money growth
that we have experienced by adopting some of the reforms advocated by monetarists,
such as a floating dbgomt rate or contemporaneous reserve accounting.k It would
have tried such reforms at least as an experiment, even if this imposed costs on banks.

Moreover, the Fed frequently explains variations in the money growth rate by
pointing to some factor that increased the demand for money. Since the stock of
money is limited by the reserve base.an increase in the demand for money cannot
increase the money stock unless the Fed accomodates, or at least permits this.5 As
long as the Fed refuses to take responsibility for the money growth that actually
occurs, one might well doubt its professions of monetarismf

Having said this it is only fair to admit that it is not all a matter of one or
the other. We know from personal observation that individuals usually do not change
their minds completely in one fell swoop, and institutions are no more likely to do
this. Hence, one must expect to find both antimonetarist and monetarist ideas within

the Fed, at least for some time.

6. A Price Rule for Monetary Policy

There are several aspects to this question. First, a price rule might be imposed
over the long run. [f a plausible long-run price stability rule could be imposed it
would have a highly favorable effect; inflationary expectations would disappear,so that
inflation could be reduced with relatively little unemployment. If feasible, this would
be the best way to bring the inflation rate down. However, such a rule could not be
imposed merely by legislation and be credible, because it could be repealed by a
subsequent ({onéress. A constitutional amendment would be needed.® Al the same,
legislative recognition of the importance of price stabilization would be of some help

in reducing inflationary expectations, particularly if it clearly Aputs price stabilization

12-654 O - 83 - 8
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ahead of full employment policies. The price index that should be used as the target
is the price level of domestically produced goods and services. And the price rule
- should have a proviso that would exempt price increases due to major supply shocks.

For the shorter run, for which monetary policy is usually made, a price
stabilization target is superior to an employment tal;get, despite the fact that 2 percent
higher unemployment rate involves more misery than a 2 percent increase in the
inflation rate. This is so because the unemployment-inflation trade-off is so unfavorable
that an unemployment target would do little good. Over a fairly short period of time
unemployment can be reduced by inflationary policies, but subsequently if these
inflationary policies are terminated unemployment again increases. Whether there is
any net gain in employment is far from clear. And if the inflationary policies are
not ended, then the price level rises every year, and also the inflation might easily
accelerate. Hence a price rule for monetary policy is better than an employment or
real income rule.

A price rule is also superior to the usual "playing by ear" method of monetary
policy because the latter is likely to degenerate into an employment rule. It seems
to me that in general terms American monetary policy can be described as follows:
the Fed is very rightly concerned about the human misery resulting from unemployment,

- 5o it adopts expansionary policies. Since nobody knows how low an unemployment rate
is consistent with price stability (or a stable inflation rate) and since the Fed cannot
gauge the exact effects of its policies it sooner or laterAbrings the unemployment rate
down too much, so that the inflation rate accelerates. Then when this becomes
apparent, the Fed with good conscience can change to a restrictive policy. This brings
the inflation rate down, but raises uneh-npléyment, and then the whole process starts

again. An explicit price rule would help to avoid this.
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An alternative to a price target would be a nominal income target. Since in
framing such a target one obviously has to decide on what inflation rate to tolerate,
in principle there is not conflict between the two. But suppose the estimates used to
make uwp the nominal income target contain errors; then the two may be inconsistent.
For example, nominal income might grow at the desired 8 percent rate, but the inflation
rate might be 7 percent instead of the expected 5 percent. With a nominal income
target if real income grows at a slower rate than expected, then prices are allowed
to grow at a faster rate. This might be defended on the argument that this error
would reflect that policymakers underestimated the unemployment cost of bringing the
inflation rate down, and that this justifies adopting a more gradual approach to
eliminating inflation. In this respect a nominal income target is better than a price
target. But a price target has a great political advantage; it is much easier to generate
public support for a policy to bring down the inflation rate than for a policy that
promises to keep nominal income growing at a certain rate. And, given the pressures
for more expansionary policies, a policy to feduce the inflation rate needs all the
political support it can get.

Then there is a policy of setting a target for the money growth rate. This
too, does not conflict in principle with a price target because the Fed does not aim
at prices or income directly, but uses some variable like the mdney stock as an
intermediate target. However, if the Fed makes an error in estimating velocity or in
estimating the impact of changes in aggregate demand on the inflation rate, then the:
two would conflict. Given the danger that financial innovations will in the future
substantially change velocity I am uneasy about using a money stock target for the
long run, say over a five year period. I would prefer to divide the problem into two
parts, long-run strategy and short-run tactics. For its strategy the Fed should choose

a price goal, but as tactics to attain this goal it should focus on the money growth



124

rate. The particular money growth rate selected to attain the long run price target

can then be changed from time to time.

7. Is the Fed Responsible for Current High Interest Rates?

I may be the only economist who does lnot claim to know what caused the high
interest rates of early 1982. While the various explanations that are given sound
plausible, it is too easy to formulate a theory that explains a single fact. I would
put more credence in the explanations oﬁeréd if they would also explain why, just
before rates rose, real after-tax rétes were negative for so long.

The retardation of the money growth rate in the second quarter of 1982 probably
was a factor making for high interest rates then. But this does not mean that an
expansionary policy would have reduced interest rates because such a policy would
have raised inflationary expectations. One might, in fact say, that in the present
situation two types of policies result in high interest rates, restrictive policies, and
expansionary policies! This is not really paradoxical. Given the policies we have
followed in recent years, interest rates may have to be high (unless we adopt a policy
of credit allocation which would be most undesirable). There is no reason to assume

that the bad results of past policies can now be avoided.
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Footnotes

In principle, it would be possible to operate without either a money target or
an interest rate target by focusing directly on income. But to do this effectively
would be demanding an implausible degree of competence from the Fed.

"Money Stock vs. Interest Rates as an Intermediate Target - An Institutional
Approach," Kredit und Kapital {(forthcoming.)

The question is not whether banks are reluctant to borrow, and borrow only for
need rather than for profit. If a bank has to meet a loan commitment, or is
short of reserves because one of its customers had drawn down his account, it
has a genuine need to borrow, but still, meeting this need allows aggregate
demand to increase. The relevant distinction is whether the borrowing is triggered
by either an increase in reserves needed due to a technical factor, such as a
decline in float, or an increased demand for money per dollar of income on the
one hand, or an increase on intended expeditures on the other.

The Fed is now planning to reduce the lag in reserves to two days. I do not
know whether this will help since even with a two day lag the Fed will have
to provide the reserves that banks need to meet their reserve requirements, and
thus still be accommodating.

To be sure, an increase in the demand for money can, via rising interest rates,
raise the money multiplier, and hence the money stock. But the Fed can offset
this rise in the money multiplier.

See my "Using the Constitution to Fight Inflation,” American Banker, November
29, 1979. -
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Carnegie -Melion University  Graduate School of Industrial Administration
William Larimes Malion, Founcer

Schenley Park
Pittsburgh, Pennsylvania 15213
[412]) 578-2283

Allan H. Meltzer
John M. Ofin Protessor of
Potitical Economy and Public Policy

September 3, 1982

Senator Roger W. Jepsen

Vice Chairman

Joint Economic Committee
Congrees of the United States
Washington, D. C. 20510

Dear Senator Jepsen:

I am responding belatedly to your letter of August 5. I
regret the delay, and I hope you can excuse my tardiness.

I will respond to your questions by number, but some-of my
answers cover more than one question.

1.

2.

3.

4, The

Monetarism 1is the theory of the relation of money to prices
and output or of the relation of money growth to rates of
inflation and rates of output growth.

No. Changes in the demand for money are not large enough
or frequent emough to invalidate the central propositions
of monetarism, Usually, allegations about changes in the

-demand for money are a device that the Federal Reserve uses

to cover up its errors. To date, no one has produced

evidence of large persistent changes in the demand for money.
The most that has been shown is that the particular econometric
constructions purporting to describe the demand for money in

a particular perind have not worked in other periods. These
demonstrations have nothing to do with the central propositions
of monetarism or the correctness of a mometarist policy.

No. The Federal Reserve has not followed a monetarist policy
gsince October 1979, The Federal Reserve policy is often
inconsistent, but during most of this period the Federal Reserve
has attempted to control the level of free reserves.

implementation of the Credit Control Act was based on the
mistaken view that control of credit could be used to reduce
inflation. In fact the Federal Reserve mishandled monetary
policy very badly by allowing the rate of monetary growth to
reach record levels. I do not believe that price rules would
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gtabilize the rate of money growth or the economy. Changes
in the mix of prices within the baskets would be fully
reflected in the movements of money and in other prices.
Improvements in monetary policy operations are an urgent

matter, but the proposed price rules are not improvements
in wy opinion.

7. Monetary policy is ome of the factors contributing to

the level of interest rates, I enclose a copy of a
recent Wall Street Journal article on the subject,

51% ig=
Allan H. tzer

AHM/ jep

encl,
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STANFORD UNIVERSITY
STANFORD, CALIFORNIA 94305

DEPARTMENT OF ECONOMICS

August 13, 1982

Senator Robert G. Jepsen

Vice Cheairman, Joint Economic Committee
Congress of the United States
Washington, D. C. 20518

Dear Senator Jepsen:

While T am happy to respond to your letter of August 5, I must do so
with the disclaimer that I am not a specialist in monetary economics. I
do feel sufficiently well-informed about the issues raised in your letter
that I feel my answers are of some value, however.’ . :

First of all, in my judgement, no one.really understands why interest
rates have remained so high for the past year or so. I, and many of my col-
leagues/ whom I feel are truly knowledgeable, have been expecting interest
rates to fall for some time now. Rates have fallen rather sharply in the
past six weeks or so, of course, and I expect that they will continue to fall
in the coming months. I don't believe that their failure to fall caen be
ascribed to any weakness in the quantity theory of money. Indeed, it is widely
recognized that this theory is a statement about the long-run and that over
short periods of time changes in the growth rate of the stock of money mey
affect both the growth rate of real output and reasl interest rates.

Since the fall of 1979, the Fed has, of course, been following a policy
of controlling the growth rate of the money stock. In this sense its policy
has been 'monetarist'. However, most monetarists would doubtless argue that
the Fed has implemented this policy very imperfectly.

There have been several periods in which the growth rate of M1 has in-
creased sharply -- June-September, 1980; February-April, 1981 and October,
1981-February, 1982. It may well be that such spurts in the monetary growth
rate have led the market to believe that the recent decline in the rate of
inflation is only temporary. Regardless, however, most 'monetarists' would
argue that the Fed's behavior has been far from satisfactory.

In regard to your specific questions:
1. 'Monetarism', it seems to me, is primarily a collection of empirical,

as opposed to theoretical, propositions about how changes in the monetary growth
rate affect real output, interest rates and prices.
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2. The demand for money is one of the most stable economic relationships.
Its inverse, the velocity of money, defined as M1, has increased persistently in
the post-war period. Its trend rate of growth fell sharply from 1966 through 1972,
but deviations about its trend have been relatively small. Real output and its
growth rate, have of course, fluctuated. A convincing case can be made, however,
that changes in the growth rate of real output are largely induced by changes in
monetary growth.

3. See above.

k. The Credit Control Act of 1980 appears to have resulted in a sharp
decline in the demand for borrowing which may well have contributed to the sharp
subsequent decline in the monetary growth rate. However, the growth rate of the
monetary base also fell sharply from March thru June, 1980 and subsequently increased
sharply. Consequently, the Fed must bear a substantial share of the blame for the
erratic behavior of monetary growth in 1980.

S. As I noted earlier, the monetary growth rate has been quite erratic since
the fall of 1979. As I read the evidence, the growth rate of the monetary base on
average has only fallen from about 8 to T percent per year since the Fed announced
its new policy.

6. In my judgement, we don't know enough about the dynamics of the U. S.
macro economy's behavior to attempt to follow any so-called price rule. The best
policy, I believe, would be one of a constant growth rate of the monetary base,
which is certainly within the limits of our current knowledge.

7. As I indicated earlier, I don't believe anyone knows why interest rates
have behaved as they have over the past three years. I am confident, however,
that if the Fed garg/able to smooth out the monetary growth rate, interest rates
will indeed fall. ;5

I hope these comment§ will be of some use to your Committee in its delibera-
tions. . .

Sincerely yours,
(\/\/\/u. N
Ckeand Y I
Richard F. Muth, Professor

RFM/jcd
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The University of Western Ontario

Department of Economics

Sociel Science Centre

London, Canada

N8A 5C2 September 15, 1982

Senator Roger W. Jepsen

Vice Chairman

Joint Economic Committee
Congress of the United States
Washington, D.C. 20510
U.S.A.

Dear Senator Jepsen:

I am replying to your letter of Auéust 5, 1982. Let me first
apologize for the long delay in responding. I have been away in England
for several weeks.

Let me begin by coumenting on the propositions outlined in your
first paragraphs and then go on to answer the seven questions that you
set out. -

Certainly if the quantity of money is fixed,interest rates will
fluctuate as a result of changes in the demand for money and of changes
in real output in the economy. It certainly does not follow from this
however, that "recent changes in the demand for money and in real output...
have been...responsible for high interest rates." The fluctuations in
the demand for money that have in fact occurred have been trivial compared
with fluctuations in earlier years in the growth rate of the supply of
money. Also fluctuations in real output are themselves almost certainly
largely induced by previocusly unpredictable random fluctuations in the
quantity of money. Further, the high level of interest rates has almost
certainly been induced by high growth rates of money, not by tight money.
The reasoning here is clear and simple. Rapid monetary growth produces
rapid inflation which in turn produces a rise in the nominal rate of
interest to compensate lenders for the falling value of the money with
which their loans will be repaid.

Those who argue that a "price rule" should be introduced as an
alternative to a 'monetarist" policy fall into two camps. There are
those who are essentially Keynesians who want to abandon monetary targeting
in favor o# a more flexible approach to demand management policy. They
argue for some kind of nominal income rather than price target for monetary
policy. - The main problem with that approach is that the lags in the
operation of policy is such that if a particular nominal income level is
targeted upon changes in policy instruments capable of influencing those
targets are likely to operate with time lags such that by the time the
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policies have their effects the situation which triggered the policies will
bave changed and, in all likelihood, the reverse policy will be dictated.
It is this more than anything else that leads to the conclusion that the
best that policy can do is to remain neutral. At the other extreme are
those who advocate pegging not to a general price level or to nominal
income in the aggregate but to some particular price such as gold or some
other sensitive commodity index. The key reason for this policy recommenda-
tion arises from a judgment that the monetary authorities cannot be trusted
to maintain stability of some alternative aggregate. The major objection
to this approach is that, whilst independent monetary authorities exist,
whether they be .central banks such as the Fed or central banks under the
direct control of government such as, say, the Bank of England, there will
always be a temptation to abandon whatever rules are laid down for
commodity price pegging and therefore, some kind of restricted fiduclary
standard is required. This proposition was cogently argued by Milton
Friedman in Lelland Yeager's fine collection of lectures on monetary
congtitutions.

Let me now turn to your specific questions:

1. wWhat is "monetarism'? There are too many answers to this question
for the term to be used unambiguously. I like to use the term to mean
the doctrine that upholds the policy recommendation of maintaining a
constant growth rate for the quantity of money somehow defined. Other
definitions are fraught with confusion.

2. In my view changes in the demand for money are trivial compared
with changes in the supply of money and are of no concern in comparison
with the latter. Further, changes in real output are mainly induced by
unanticipated changes in money and therefore would largely disappear if
the correct monetary policy was pursued.

3. It seems to me that the Fed has been pursuing some form of monetarist
policy since October 1979 but I emphasize "some form'" as the sense in
which the Fed on its own cannot pursue monetarist policy for such a policy
requires enshrinement in fundamental law--in the constitution. The bottom
line of monetarism is that it is a commitment to a steady growth rate of
the money stock forever. Any suspicilon that the monetary authorities might
deviate from a stable growth rate necessarily engenders expectations of
a departure from price stability and has potentially adverse effects upon
the economy. Whilst it is impossible to provide a cast-iron guarantee
that a fixed growth rate for the money stock will be maintained forever
it is possible to do better than leave it to the Fed. Thus, a congtitutional
amendment mandating a fixed growth rate for the money stock and mandating
the Fed to pursue such a policy would be more correctly labeled '"monetarist"
than the existing policy.

4. I have not studied the implications of the Credit Control Act of
March 1980 to offer a useful answer to question 4.
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5. I have characterized the policy change that occurred on October 6,
1979 as one of placing less emphasis on the Federal Fund's rate and more
emphasis on the growth rate of the money stock. I would not however,
characterize it as a dramatic abandonment of the old policies and adoption
of monetarism.

6. The problem with adopting a price rule if it is a broad price rule
such as that of stabilizing the consumer price index is that the lags in
the operation of policy are simply too long for that to be feasible. ‘Changes
in policy can only be implemented when the need for a change is observed.
By the time the policy has an effect the need will have passed. If the
price rule in question is one of pegging the price of some commodity such
as gold then 1 see no way of making that rule stick unless it is supplemented
by a rule for the creation of paper money. The Breton Woods system had a
price rule--$35 a fine ounce--it did not have a rule for the creation of
money. The system collapsed.

7. My suspicion is that current high interest rates are almost entirely
due to worldwide deficits by governments (not just the U.S. federal deficit)
and are in no way caused by the Fed's monetary policy.

I hope that these remarks and answers to your queries are of some

assistance to you. I am sorry to have had to be so brief and again repeat
my apologies for the long delay in getting to your letter.

Yours sincerely,

- %MJLL

Michael Parkin

MP/1£
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Ecwin J_ Feutner, Jr.
President forresearch on tw

Norman 8. Ture
Chairman of the 8oard
John M. Albertine
Vvice President
€. Lowel) Harriss
Secretary
Davig G. Raboy
Executive Director and Treasurer
Ernest S. Christian, Jr., €5q.
Member

8. Kenneth Sanden
Member
November 12, 1982

Roger W. Jepsen, U.S.S.

Vice Chairman

Joint Econcmic Committee .
G-133 Dirksen Senate Building
Washington, D.C. 20510

Dear Senator Jepsen:

I appreciate the chance to answer your questions concerning monetarism
and monetary policy. Let me take the questions in order.

1. what is monetarism?

As with any school of thought, many divergent views are grouped under the
general banner of "monetarism.” The mainstream of monetarist thought,
however, is characterized by the writings of economists such as Milton
Friedman, Phillip Cagan, William Poole, and David Meiselman. The basic
empirical and theoretical policy prescriptions can be summarized by the
following statements: - . )

- Market forces guarantee that, in the absence of outside interference, the
econcmy tends towards a natural demand and supply equilibrium. No
permanent ‘involuntary unemployment is possible.

- Inflation is a monetary phenomenon, defined by the relative growth rates
of the money supply, velocity, and the real economy. As a practical
matter, recent inflation has been caused by excessive monetary growth.

- The demand for money is a stable function of certain observable
variables, most notably expected inflation, interest rates,’ and the level
of real.econamic activity. There is an enormous amount of
misunderstanding concerning this statement. To say that a function is
stable does not imply.a rnumerical constant. Many critics of monetarism
have misinterpreted the above statements to mean that monetarists believe
in a constant velocity. Nothing could be farthér from the truth. The
belief in a stable money demand function merely implies that when any of
the variables which determine the function change, the function will
change in a predicatable manner. Thus, if expected inflation changes,
velocity will also change. This has been argued theoretically by Milton

1725 K STREET, N.W., SUITE 1103, WASHINGTON, D.C. 20006 « (202) 223-6316
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Friedman and substantiated empirically by Phillip Cagan in research of
various hyperinflations.

- The supply of money can be controlled. The Federal Reserve exerts a
great deal of control over the monetary base. In turn, a strong, though
imperfect relationship, exists between the monetary base and M1, and
between the monetary base and the nominal economy. The two important
factors in tems of monetary control are 1) Is there an aggregate that
correctly predicts nominal GNP activity? and 2) Can this be controlled?
If one or both of these ingredients are absent, monetarism will fail.
Bmpirical research strongly suggests that both ingredients are present in
the monetary base.

~ The goal of monetarism is price stability. Critics of monetarism have
argued that, to monetarists, a money rule is an end in itself. This is
incorrect. The goal of monetarism is price stability and monetarists
believe that in an imperfect world, of all possible policy options, a
money rule provides the greatest potential for price stability.

2. Are changes in the demand for money frequent enough, 1% eiggl_m, and
sufficiently long lasting to vitiate the usefuiness of tarist” monetary

policy? What about changes in real output?

To repeat: Monetarism argues that the demand for money is a stable
function of certain variables, the most important of which are the real
econamy, inflationary expectations, and interest rates. Although the long-run
trend in velocity has been relatively constant, there have been decided short-
run swings in velocity. Does this discount the efficacy of monetarism? In
order to answer this question, one must investigate the factors that caused
the swings in velocity. '

As a backdrop, the role of money in society ought to be examined. Money
serves as a store of value and a means of exchange. Any factor which
indicates that current money holdings will be less valuable in the future will
cause individuals to hold less money and “economize” on their holdings.

Thus, the rate of expected inflation is an important variable in the
money demand function. If individuals expect inflation to increase, they will
want to hold less money rather than watch their money erode in value. A
change in the expected inflation rate will affect velocity.

How do people formulate their expectations of inflation? It is cbvious
that changes in the money supply are perceived as changing the inflation
picture. If the aggregates are growing rapidly, individuals will perceive
that inflation will increase and, as a consequence, velocity will increase
(the demand for money will decrease).

This points out that if the Fed's policy has wide swings in it, so will
the demand for money. - If the money supply is growing erratically, then there
will be volatility in the demand for money.
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In fact, most of the recent short-run volatility in velocity has been
caused by urwarranted fluctuations in the money-supply. Since 1979, the
variance around money growth has increased dramatically. The fact that
velocity has responded in kind is proof of the stability of the money demand
function. Should the fluctuations in the money supply be dampened (and they
could be), money demand would be better behaved as well.

_A similar analysis can be applied to real output. Volatility in monetary
phencmena results in increased uncertainty, which in turn affect the real
econamy. Fluctuations in real output are, in many cases, induced by erratic
behavior on the part of the Fed.

3. Is it correct to say that the Federal Reserve has been following a
*monetarist® policy since 19742

A monetarist policy prescription would involve two ingredients. Money
growth should be slow, and money growth should be stable. Since 1979, money
growth has certainly been slower and as a result, inflation has abated, but
the Fed has fared miserably in temms of stability.

The latter failure could be remedied by a change in operating procedure
and does not suggest any inherent flaw in monetarism. The most important step
that the Fed should make is to stop targeting M1 and look, instead, at the
monetary base. Much of the recent monetary volatility has been caused by
reactions to changes in Ml. If Ml was above (below) its target, the Fed
contracted (expanded) the money base in an attempt to bring down Ml and
invariably overreacted. .

Ewpirical research conducted in the early 1970's and reaffinmed as of
late suggests that a slow, stable growth rate in the base is the best way to
insure similar results in Ml. Short-run fluctuations in Ml should be ignored;
they will eventually dampen and the growth path of Ml will conform to that of
the base.

If the Fed adopted changes to eliminate the volatility in money, then
they would truly be following monetarist policies.

4, Did implementation of the Credit Control Act in 1980 interrupt the
"monetarist” policy announced in October 19742 If so, how and for how long?

Credit controls are the antithesis of monetarist philosophy. Monetarism
calls for a control on the money supply process in order to maintain a stable
unit of exchange; this would pramote competition and the efficient functioning
of markets. Clearly, any philosophy which respects free-market enterprise as
the path to a healthy economy, would not tolerate govermment interference in
the credit markets. With this orientation, monetarism was not at all in
league with the monetary policy which advocated the brief period of controls.
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5. If not, then what change actually occurred in October 1979, and how would
you characterize Fed policy since that time?

I would describe the 1979 changes as a very imperfect form of monetarism.
One of the primary goals of monetarism is to introduce as much certainty into
the system as possible—to stabilize the exchange unit. The volatility of the
past 1979 monetary scene ran counter to this goal. More, rather than less,
uncertainty was introduced into the system, resulting in an additional premium
in interest rates.

On the other hand, the average rate of growth of the money supply did
decrease, resulting in both lower inflation and lower interest rates. Had
this been achieved in a smoother manner, the short-run pain of disinflation
would have been minimized.

6. How do you feel about moving towards a "price rule" for monetary policy?

Moving towards a price rule would be a mistake. There are many
conceptual, as well as practical, problems with a price rule and, in the final
analysis, it is unnecessary—price stability can be obtained via monetarist
principles. .

One of the major problems with monetary management has been that such
management has been subject to the discretion of the Fed. Thus, certain turns
in monetary policy could be traced to political pressures. This "discretion”
problem would be much in evidence under a price rule.

Consider the case of a gold price rule. If the price of gold increases,
it would be a signal to the Fed to contract and vice versa. Unfortunately,
the price of gold, or any commodity, could change due to exogenous factors.
The proponents of a price rule argue that such exogenous forces could be
ignored by the Fed. Once this discretion is reintroduced, we are back to
square one. Given various political pressures, market signals could be
discounted.

As a practical matter, the "price" observed by authorities would have to
be a forward price rather than a spot price. Current price changes are a
lagged response to past monetary activities. If, on the other hand, forward
prices are increasing, it would be a signal that the market expects increased
inflation. Simultaneously, the entire yield structure for interest rates
would shift upward due to increased inflation premiums. Thus, gearing
monstary policy to interest rates or forward prices would be equivalent.

Either one of these procedures is unnecessary. Empirical evidence
strongly suggests that when monetary growth is stable, so are both interest
rates and foward prices. Given this relationship, it should be cbvious that
the easiest way to achieve price stability is to utilize a money rule. Absent
unpredictable intervention by the federal goverrment, there is no logical
reason to expect wide swings in money demand. The analyst must remember the
roll money plays in society. One can expect the real economy to grow at a
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certain rate and the rate of technical advance in money markets to proceed at
a predictable rate as well. Technology in production marches on in a steady
fashion—why should financial innovation behave any differently? Since we
know a great deal about the steady state growth properties of this econcmy, a
money rule approximates the rate at which additional units of exchange must be
added. A "true"” money rule will lead to price stability, because it is the
lack of adherence to a true money rule that has produced the swings in money
demand. There simply is no reason to shift to a price rule; nothing would be
gained and much uncertainty may be added to the system.

7. To what extent is monetary policy as currently conducted iﬂ the Fedi
responsible for high interest rates, as to fiscal policy, t
policy changes, if any, should the Fed make today in order to reduce interest
rates?

Over the recent past, interest rates have been primarily determined by
inflation expectations. To the extent that Federal Reserve activities have
contributed to these expectations, the Fed has been responsible for interest
rate motion. There are two camponents to this phencmenon: the rate of money
growth affects interest rates but equally important is the volatility of money
growth. .

When interest rates were high, it was because money was locse and
volatile, triggering inflation expectations. Interest rates have fallen
precisely because money growth has been slower. Thus, the prescription for
lower interest rates is a credible, slow, stable monetary policy. This can be
achieved by establishing a non-inflationary growth rate in the monetary base
and ignoring short-run swings in M1, and by establishing a floating (punitive)
discount rate. The move away from lagged reserve accounting was also a step
inthe right direction.

Adopting sound policies and maintaining them in the monetary area are
crucial to long-run economic health. If I can be of further assistance, don't
hesitate to contact me. ' :

David G. Raboy
Executive Director

DGR/sms
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POLYCONOMICS, INC.

Political and Economic Communications
Alan Reynolds

Vice-President

66 Macculloch Avenue

Morristown, N.J. 07860

2010267-4640

August 9, 1982

The Hon. Roger W. Jepsen

Vice Chairman

Joint Economic Committee

5327 Dirksen Senate Office Bldg.
Washington, D. C. 20510

Dear Senator Jepsen:

In response to your August 5 questlons about recent
monetary procedures:

l. Monetarism is the idea that monetary policy can and
should focus entirely on regulating the.,quantity of
some measure of specific liquid assets, defined as
money. Monetarism is not a particular set of tech-
nical ways of achieving this goal, but is instead
the goal itself.

2. Changes in the public's willingness to hold various
types of money have large and abrupt effects on the
assumed relationships between -monetary base, Ml and
nominal GNP. From January to June 1982, for example,
a 9.6% rate of growth of monetary base was associated
with only a 1.3% rate of increase in Ml.

The same rate of growth of nominal GNP can be infla-

tionary or not depending on real growth. The growth

of nominal GNP in 1974-75 was no higher than from

1964-68, but inflation more than doubled. Nominal

GNP is therefore an inappropriate objective, even if

it could be adequately regulated by controlling some
quantity of money. b

3. The Federal Reserve's performance since 1975 has been
evaluated by monetarist criteria--namely, success in
attaining specific rates of growth in certain measures
of money over periods of a year or less. Federal
Reserve targets moved even closer to monetarist pres-
criptions from October 1979 through at least 1981,
by allowing larger and more frequent changes in short-
term interest rates when money growth moved out of
the target range. Technical procedures only affect
relative success in attaining certain rates of growth
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of Ml or M2, not the efficacy of those monetarist
targets. :

A monetary policy would specify durable objectives
and methods of attaining them. In this sense, the
United States has had no monetary policy for at
least a decade. The definitionofadollar is instead
left to central bank discretion.

Implementation of credit controls in March 1980 in-
volved a brief change of focus from one side of the
banks' balance sheet (deposits or "money") to the
other {(loans). Raising reserve requirements reduced
the efficiency of the affected forms of financial
intermediation. Uncertainty about credit conditions
probably raised the share of wealth kept in currency,
thus contracting Ml. Significant effects, however,
came from conventional sources--raising the fed funds
rate from 14% in February to over 17% in March and
April. The Fed subsequently let interest rates drop -
too far and too fast, but conformed to previous
monetarist criticism of "leaning against the wind"

by not letting rates fall. That easing was likewise
required by the mandate to get Ml back up to some
arbitrary range.

The main change in Fed policy since October 1979 is
to put less emphasis on interest rate stability when
that conflicts with monetary targets.

Nobody can know in advance what rate of growth of

what kind of money will be consistent with price sta-
bility. Nor is it feasible to predict the appropriate
interest rate for stable prices. The only way of
knowing at the time whether money is too tight or too
loose (relative to velocity and real growth) is by
monitoring some commodity prices that are sensitive

to monetary disturbances and relatively insensitive

to supply shocks.

A monetary standard goes even further than such a
discretionary "price rule" by defining the unit of
account--a dollar--in terms of such a commodity.
This provides a superior guarantee, facilitating
long-term contracts at low interest rates. A price
rule alone, however, would be a much more direct way
of attaining price stability than attempting to pre-
dict money multipliers, velocity and real output.
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Interest rates reflect the inability of current monetary
procedures to avoid alternating between bankrupting
borrowers with deflation and robbing lenders with in-
flation. The risks of both forms of default, to bor-
rowers and lenders, have not been higher since the

years leading up to the 1934 depreciation.

The federal government's financial problems, like those
of private workers and employers, are an unavoidable
consequence of high interest rates and the related loss
of profits and jobs. Since the government's budget
cannot successfully be improved at the expense of the
depressed private sector, there is no meaningful sense
in which federal borrowing could be said to "cause™
high interest rates. That explanation confuses cause
and effect, and has never been supported by the slight-
est evidence.

The Federal Reserve explicitly controls the key interest
rates on discount window borrowings and federal funds.
Those rates can be instantly and substantially reduced,
as they eventually were in previous contractions {(ex-

" cept 1932 and 1937).

In order to simultaneously assure the markets in bonds
and foreign exchange that monetary policy will never
again accommodate a resurgence of inflation, there must
be a legislated mandate to tighten if there is a sus-
tained rise in prices that invariably give - an early
warning of inflation. A commitment to sell gold at a
fixed price would achieve this purpose, since monetary
policy would then have to be tightened as the price
rose in order to induce people to hold dollar-denomina-
ted assets rather than convert to gold.

In short, instituting a credible long-term price rule
or standard for monetary policy would minimize the
risks of bankruptcy and inflation that have raised
interest rates and reduced the maturity of loans.

Sincerely,

Aok

AR:eg



. 141

NATIONAL BUREAU OF ECONOMIC RESEARCH, INC.

269 MERCER STREET, 8TH FLOOR
NEW YORK, N.Y. 10003

August 17, 1982

The Honorable Roger W. Jepsen, U.S.S., Vice Chairman
Congress of the United States

Joint Economic Committee

Washington, D.C. 20510

Dear Senator Jepsen:

I enclose my answers to the questions posed in your letter of

August 5.
Sincerely,
e T w7y
Anna J. Schwvartz
AJS:3h

ence.
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Answers to Questions in Senator Roger W. Jepsen's Letter of

Auvgust 5, 1982

What 1s "monetarism"?

Monetarism is a doctrine that espouses systematic control of the supply
of money by the monetary authorities. The doctrine is based on em-
pirical propositions that repeated testing for many time spans has
validate-d for the United States and several foreign countries. One
proposition is that a change in the growth rate of money will after a
lag of some months produce a corresponding change in the gro‘fth rate
of GNP in current prices. Ancth'er proposition is that a trend rate

of growth of money in excess of the real growth rate of the economy
will after a lag of some years produce inflation. A stable growth

rate of money at a level not exceeding the real growth rate of the

. economy is a monetarist prescription for an economic environment

free of monetary shocks and with no inflation.

Are changes in the demand for money frequent enough, large enocugh,

and sufficiently long lasting to vitilate the usefulness of "monetarist”
monetary policy? What about changes in real output?

There is no basis for the allegation that monetary control, if exer-
cised, will be vitiated by the instability of the demand for money.
Failure to exercise control has repeatedly been excused by the Fed

as the effect of an unstable demand for money, so that the link
between the growth rate of money and of GNP in current prices has
become loose. A time series analysis of the quarterly behavior of

velocity from 1950 to date gives no support to looseness of the rela-

" tionship either in the past or currently. Changes in real cutput will

affect the demand for money in a predictable way. Rather than trying
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to fine tune the estimated real output growth from week to week, month
to month, quarter to quartér, the Fed would be better advised to keep
the growtﬁ of nz'mey increasing at some stable noninflationary rate.

Is it correct to say that the Federal Reseve has been following a
"monetarist" policy since October 19797

The rhetoric used by the Federal Reserve might be so interpreted. The
actual performance does not match the rhetoric.

Did implementation of the 'Credit Control Act in March 1980 i{nterrupt
the "monetarist" policy announced in October 19797 If so and for how
long?

Monetary control was not effectively exercised by the Federal Reserve
in the months preceding the implementation, during the implementation,
and since the rescinding of the implementation of the Credit Control
Act. Is there better proof than that the annual growth rate of money
from November 1979 through May 1980 was 1.1 per cent; from May 1980
through April 1981 was 12.5 per cent; from April 1981 thro'ti/l\c\ October
1981 was -0.2 per cent, and up and down again since that da.t.e? The
result has been two back-to-back recessions in 1980 and 1981-82.

If not, then what change actually occurred in October 1979, and how
would you characterize Ped policy since that time?

Pressure from U.S. trading partners, exercised over the declining
foreign exchange value of the dollar, forced the Federal Reserve

in October 1979 to acknowledge the need to change its procedures

in order to achieve more reliable monetary control than theretofore
and so to reverse the record of rising and erratic inflation. Rather
than relying solely on the Federal funds rate, the Fed annocunced

that it would use nonborrowed reserves as the instrument to achieve
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control of monetary growth. In operation, the Fed's procedures have
increased both the variability of monetary growth rates and of

interest rates. The financial markets have reacted to the wide

swings in monetary growth by incorporating large risk premia in
interest rates at all maturities.

How do you feel about moving towards a "price rule" for monetary
policy?

Those who argue for a "price rule" allege that monetary authorities
cannot control movements in GNP in current prices or the inflation rate

by changes in bank reserves. How then will they be able to control

* some cyclically sensitive price index? The answer is by changing the

" growth rate of money. There is some basic flaw in logic here. More-

over, how can authorities know when a change in monetary growth in

. response to changes in the price index will have an effect on prices?

© All the difficulties that are cited against a money supply rule apply

a fortiori to a price rule.

To what extent is monetary policy, as currently conducted bty the Fed,

responsible for high interest rates, as opposed to ‘fisca.l policy,

and what policy changes, if any, should the Fed make today in order

to reduce Interest rates.

The Fed is operating in a fashion that produces uncertainty in
financial markets. The markets react by demanding and obtaining higher

nominal interest rates than would be the case if economic agents be-

"lieved the Fed was not going to revert to the form it has followed

since the mid-60s. When monetary growth accelerates to 12.5 per cent
per year, as from May 1980 to April 1981, what degree of confidence

in the Fed's commitment to noninflationary monetary growth can markets
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have? The principal way the Fed can bring interest rates dowm,
without imposing another recession, is to maintain the growth rate
of money without the ex;ra.tic swings that have characterized it in
the past 33 months. Of course, the spectre of large deficits makes
the ‘mrkets nervous, and they should be reduced, but basically the

interest rate problem lies at the door of the f’ed.
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Robert M. Sinche

Bear, Stearns & Co.
55 Water Street

New York, N.Y. 10041
(212) 952-6762

September 2, 1982

Senator Roger W. Jepsen
Vice Chairman

Joint Economic Committee
Congress of the United States
Washington, D.C. 20510

~.
~

Dear Senator Jepsen:

It is my pleasure to respond to the questions raised
in your letter of August 18, 1982, I believe that there
is a good deal of confusion and disagreement, even within
the financial community, as to the proper role of the Fed-
eral Reserve and monetary policy in our economic system.
My view with respect to that role is outlined in the
attached response.

Please feel free to contact me should you require
additional input on this or other matters.

Sincerely,

2 A /- /
’ v s
g el S e s

RMS /mc
encls.
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BEAR
STEARNS |

WRITTEN STATEMENT PREPARED FOR THE
JOINT ECONOMIC COMMITTEE
CONGRESS OF THE UNITED STATES

Robert M. Sinche
Chief Economist
Bear, Stearns & Company

The purpose of this statement is to discuss, in general, the credit mar-
ket environment of the last three years, the importance of Federal Reserve
activity in influencing that environment, and the impact of a “monetarist®
policy on interest rate trends over the period.

Monetarism is the name applied to a procedure for governing the conduct
of monetary policy. In application, it indicates that the Federal Reserve
should conduct open market operations in a manner conducive to maintaining the
money stock along some predetermined target path. The theoretical basis for
such an approach is that there is a stable relationship between growth in a
monetary aggregate and growth in nominal economic activity. Given the growth
potential of the output of goods and services, which is determined by factors
such as the capital stock, the labor force, technological change, and energy
inputs, the rate of monetary growth also will determine the general rate of
inflation over reasonable time periods. A monetarist policy would entail pro-
viding a relatively constant rate of monetary expansion in order to stabilize
inflation at a.low level and provide a stablie enviromment in which individuals
and businessmen could make their decisions as to spending, saving and invest-
ing. . .

A natural -question arises as to whether the growth in the money stock
should be altered to reflect changes in the demand for money emanating from
stages of the business cycle or other external factors. That question first
presumes that the monetary authorities can, in advance, anticipate these
changes in money demand and adjust policy appropriately. History suggests
that the task is extraordinarily difficult and, despite all good intentions
and professional expertise, in all likelihood cannot be performed adequately.
The changes in money demand do not appear to be large enough, frequent enough,
or predictable enough to justify monetary “fine tuning“.

But apart from the technical difficulties, 1 believe it would be highly
inappropriate to even attempt to “fine tune® monetary growth. It has been
shown many times during the history of free market economics that the price
system is the most efficient signal for the allocation of scarce resources.
Changes in the relative price of credit emanating from changes in real output,
external shocks, etc. perform a vital role in our economic system. A rise in
the demand for money and credit against the backdrop of stable supply will
generate a rise in the price of credit (interest rates) that will serve both
to curtail marginal borrowing and encourage additional internally-generated
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credit supply (savings)}. Maintaining a stable supply of new money and credit
would allow the system to allocate efficiently the supply of money and credit
and to prevent excessive dependence on credit supplies not generated by savers
in the economic system. Accordingly, even if the monetary authorities could
anticipate fully changes in the demand for money, it is not at all clear that
they should act to prevent those market forces from allocating credit effi-
ciently throughout the system.

In tnis light it is difficult to conclude that recent Federal Reserve
policy (since October 1979) has been responsible for high interest rates over
the. past 2 1/2 years. Unfortunately, over the past 20 years the Federal
Reserve attempted to override market forces in the credit markets. As the
economy moved through periods of economic recovery, liquidity would begin to
deteriorate in the economy and credit demands would rise. Rather than allow-
ing the price system to allocate credit and encourage savings, the Federal
Reserve maintained strict price (finterest rate) controls and attempted to
supply the excess credit demanded at the controlled price. As economic parti-
cipants came to realize that the Federal Reserve consistently would increase
money ‘and credit supply to accommodate their borrowings, credit usage multi-
plied in the economy. During the economic recovery in the late 1970s it took
more than twice as much credit in the nonfinancial sector of the economy to
generate one dollar of GNP as it did in the recovery in the mid-1950s.
Clearly, a policy of adjusting new external credit supply to accommodate
demands at artificially low prices created an economy that was increasingly
dependent on credit supplies. That accelerating supply of new money and cre-
dit provided by the Federal Reserve also was the basis for the persistent
acceleration of inflation over the last 15 years.

Credit Usage in Economic Recoveries

Nonfinancial Funds Raised

Economic Expansion as_a Percent of GNP

11Q*'54-111Q'57 8.
11Q*58-11Q'60 9
1Q'61-11Q'66 10
11Q'67-1vQ'69 n
IVQ'70-1vQ'73 ' 14.
16
14

1Q'75-1Q'80 -
111Q'80-11Q'81

Since October 1979 the Federal Reserve has adopted a policy that has
emphasized controlling the quantity of new money and credit supplied. The
marketplace simultaneously was forcing an effective deregulation of the price
of credit. Savers opted to utilize investment vehicles that would pay com-
petitive market rates because traditional savings vehicles did not compensate
them for the reduced value of money due to the accelerating rate of infla-
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tion. As flows into nonregulated investment vehicles increased, regulatory
authorities were forced into gradually deregulating the price of credit. The
combination of restrainted new credit supply, the deregulation of the price of
credit and the excessive dependence on credit usage in the economic system
created the condition under which the real and relative price of credit
(interest rates) exploded.

The Federal Reserve's part in this process has been relatively minor. If
the Federal Reserve had attempted once again to accommodate the economy's Cre-
dit demands, private suppliers of credit-would have withdrawn their funds from
" financial assets, pushing interest rates even higher. By maintaining a stable
supply of new money and credit, the Federal Reserve has convinced borrowers to
restrain their credit usage. At the same time this new confidence in anti-
inflationary policies has brought about additional private sector savings sup-
ply, and the personal savings rate has moved higher. As a consequence, inter-
est rates have been on a steadily declining trend since late 1980, despite the
maintenance of restrained money supply growth by the federal Reserve. In
fact, the Federal Reserve's restrained policy has encouraged a better balance
between private sector credit supply and demand: while generating a major
reduction in the underlying rate of inflation, conditions that are conducive
to a more sustainable decline in interest rates. '

I believe it would be correct to say that the Federal Reserve has, in
general, followed a more monetarist policy since October 1979. Qbviously,
‘there are different degrees of success in maintaining stable monetary.growth.
The volatility of monetary growth has been excessive, particularly during the
first 18 months of the new policy,, and at times it appeared as though the
Federal Reserve had retreated to an interest rate targeting process. But as
the financial markets -and the Federal Reserve gained more experience with the
monetarist approach, results improved. Using four-quarter changes in M1,
money supply growth has ranged between 5.0 and 6.5 percent beginning in the
third quarter of 1981 through the third quarter of 1982. This greater stabi-
1ity in monetary growth conditions has been reflected in a somewhat more sta-
ble interest rate environment, particularly during 1982.

Part of the reason for monetary volatility during the first six quarters
of the new monetary policy approach was the jll-advised implementation of the
Credit Control Act in March 1980. Rather than letting investors and borrowers
interact in the marketplace to adjust the price and quantity of credit sup-
plied and demanded, the monetary authorities attempted to arbitrarily reduce
credit usage. As history has demonstrated many times, artificial restrictions
on the consumption of goods and services provide only temporary relief to
underlying problems. In much the same way that continued energy price con-
trols and allocations during the mid-1970s impeded the eventual new equili-
prium in the energy markets, the credit contral policy of 1980 interfered with
the ongoing market process in the credit market. Although it temporarily
relieved the pain of high interest rates, it did nothing to help address the
fundamental imbalance between credit demand and savings supply. The imbalance



150

was quickly reflected during the second half of 1980, as credit demands
exploded, the personal savings rate declined and interest rates soared. Only
as market forces were once again permitted to operate freely have we witnessed
a decline in credit usage, a rising in savings supply and a gradual downtrend
to interest rates.

While the Federal Reserve's implementation of a “monetarist® approach has
been successful in reducing both inflation and interest rates over a reason-
able time horizon, during some of the more difficult periods of this transi-
tion process analysts have proposed alternate monetary policy rules. One such
alternative was a ®price rule® for monetary policy, a procedure under which
the Federal Reserve would attempt to stabilize the value of gold or a sensi-
tive commodity price index. Under such a procedure the Federal Reserve would
add (reduce) bank reserves if the price of the chosen price index was declin-
ing (rising}. :

Unfortunately, there appear to be significant problems with the implemen-
tation of such a policy. The major problem involves the choice of an appro-
priate basket of commodities. If the market basket chosen includes too narrow
a list of commodities, it would leave policy changes potentially subject to -
specific shocks in the supply or demand situation of a particular commodity.
On the other hand, the choice of a wider basket of commodities opens up the
risk of serious time delays between Federal Reserve actions and the price
response of the market basket. In particular, most analysts estimate the Jag
between changes in monetary growth and changes in the general rate of infla-
tion at about two years. Even if the lag was significantly shorter for a
smaller market basket of goods, say three to six months, the time delay
between Federal Reserve actions and measured market reactions could send mis-
leading signals to the monetary authorities for an extended period of time.

In addition, it is not clear that the appropriately chosen market basket
would remain constant over time. Periodic review of the market basket to
account for changes in tastes, technological change, etc. would become neces-
sary. In short, the price rule alternative appears to create additional com-
plex}'ties in the monetary policy arena without demonstrable improvements in
results,

In general, I would conclude that the negative reaction to *monetarism®
has been overdone and will gradually dissipate. One must recall that October
1979 marked a turning point not only in monetary procedures but also in the
general trend of exterpal money and credit creation in the U.S. economy. .
There is no reason to expect the resulting transition process to be smooth or
painless, especially in an economy where excessive credit dependence clearly
existed. In many ways the concern over high real and nominal interest rates
during the last 2 1/2 years is similar to the concern over high real energy
prices in the late 1970s. When an economy that was highly dependent on pro-
fligate energy .usage had to adjust to an environment of deregulated energy
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prices and insufficient internaliy-generated supply, the transition process
was difficult. On numerous occasions policymakers recommended reinstituting
price controls in an attempt to "solve” the problem. Instead, market forces
generated tremendous reductions in energy usage and a significant increase in
new supply, relieving the imbalance in domestic energy markets and creating a
sounder energy base for the U.S. economy in the 1980s.

Much the same process appears to be at work in the credit markets. A
more restrained supply of new money by the Federal Reserve has led borrowers
and savers to review their behavior of the last 10 years. Corporations are
becoming less dependent on credit, as are individuals and speculators. At the
same time, savers, particularly consumers, have begun to increase their
acquisition of financial assets as prospective returns improve in a disinfla-
tionary environment. These are constructive, lasting adjustments that signi-
ficantly enchance the prospect for future growth in savings, investment and
real economic performance in the U.S. economy.
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Tulane

Department of Economics

206 Tilton Hall

Tulane University

New Orleans, Louisiana 70118
(504) 865-5321

August 24, 1982

The Honorable Roger W. Jepson

Vice Chairman - Joint Economic Committee
United States Congress

H2-359 House Office Building

Washington, D.C. 20515

Dear Senator Jepson H

Thank you for your letter of August 5, 1982, I appreciate the
opportunity to express my views on why interest rates have.
remained so high, until recent weeks, and have remained volatile.

I agree that monetary policy is the principal factor in
causing the overall high level of interest rates. However, I do
not believe that it is due to "the inherent weaknesss of the
'quantity theory'®, The high and volatile interest rates are not
due to erratic changes in the demand for money due to fluctuating
inflation and real output of the economy. Rather, my examination
of the data suggests that it is Fed engineered rapid accelerations
and decelerations in the money supply growth which have led to
these things, including high and volatile interest rates. The table
of acceleration in money growth and interest rate changes is an
illustration of my position. .

In this table I have identified turning points in money
growth rates since October 1979, and have roughly calculated the
annualized money growth rate since the last turning point in
column 3. Column 4 shows the change in the annualized money growth
rate occurring at this date, whereas column 5 indicates how much
the three month treasury bill rate changed over the 8 week span
surrounding the change in policy.
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The result is striking. In almost all cases, when money
growth accelerated, interest rates declined, and when money
growth decelerated, interest rates rose. If interest rates were
changing due to changing money demands, as implied by your letter
in suggesting the inherent weakness in monetarism, interest rates
would rise when money growth was accelerating and conversely.
Since interest rates have moved perversely to the direction
predicted if it were due to an unstable money demand function, it
must be that the college sophomore money and banking theory of
money supply changes and interest rate movements is the preferred
explanation.

In this regard, because these swings in money growth are
among the greatest on record, the resulting interest rate swings
are also at historical highs. As a consequence, today bond prices,
which move inversely with interest rates, frequently change as
much in a day as they used to in a month, introducing a great deal
of price risk into debt obligations. This risk is not default
risk, but a price risk due to the fact that interest rates may be
significantly different in a few hours or days from where they are
now. And this price risk applies equally to government debt and to
corporate debt. .

The argument that interest rates are "near record highs
because of slow-steady money growth® is inconsistent with how I
read the data. There is no doubt that default risk on corporate

_debt today is large reflecting the highest bankruptcy rate since
the mid-1930's. During every recession since 1920 that I have
examined, the ratio of the Baa corporate debt rate to the long
term government treasury rate has risen, so that, by the trough of
recession, the ratio of the Baa rate to the long term treasury
rate averaged 1.5, This increase reflects the greater default risk
of Baa corporate debt, especially during recession. Conversely,
during cycle expansions, the ratio of the corporate Baa rate to
the long term treasury rate declined to an average of 1.3 at cycle
peaks, as the business expansion lowered the default risk of
corporate debt. Today the ratio is only 1.28 -~ low by historical
standards even in boom periods and without precedent near a recession
trough. .

12-654 0 - 83 - 11
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Why? Because it is unlikely investors feel the tax ggéé will
cause the U.S. government to default, it must be that the volatile
monetary policy noted in the table has pushed up the "price risk®
on both corporate and government debt, and my rough estimate of
this price risk is about 500 basis points in interest rates. As
an approximation, let the long term treasury rate be about 8 percent
(high by historical standards reflecting relatively tight money
policy, the deficit and the expected rate of inflation over the
next five years) and the Baa rate be about 12 percent - the
historical 1.5 ratio between them. To this, add 5 percent price
risk premium to both and the rates are not far from the August 13
quote of 13.07 for long term U.S. governments and 16.75 for Baa
corporates.

Thus, I must conclude that the high interest rates are a
result of lurching monetary policies and not due to slow steady
growth as the quantity theory advocates, nor are high interest
rates due to the expected federal government deficits.

However, I do not recommend that we revert back to an interest
rate rule. As the table shows, we have had anything but steady
money growth in the past three years, and it is unfair to -
characterize these years as a failed experiment of the
quantity theory.

Sincerely yours,

[

. Ernest Tanner
Professor
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ACCELERATION IN MONEY GROWTH AND INTEREST RATE CHAKGES

(1) (2) (3) (4) (5)
Annualized ~ Change in

Money M1l Growth Annualized Change
Turning Since last Money in TB

Point Date Turning Point Groyth Rate*
Peak ocT 3, 1979 +11,.5% -12.9% +293
Trough NOV 28, 1979 - 1.4% +13.5% -39
Peak - FEB 20, 1988 +12.1% -25,5% +376
Trough APR 36, 1980 -12.4% +27.4% =703
Peak ° NOV 26, 1988 +15.0% -28.18% +534
Trough PEB 4, 1981 -13.1% +36.9% + 170
Peak APR 22, 1981 +23,8% -35.4% +366
Trough JuL 1, 1981 -10.6% +17.8% -124
Peak SEP 16, 1981 + 7.2% -12.3% - 98
Trough ocT 28, 1981 - 5.1% +29.7% -378
Peak JAN 13, 1982 +24.6% -306.6% 4201
Trough MAR 17, 1982 - 6.0% +13.4% - 76
Peak JUN 12, 1982 + 7.4%

* Basis points: 4 weeks either side of turning point

** Three weeks later, -238 basis points.
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Princeton Universit‘/ WOODROW WILSON SCHOOL

OF PUBLIC AND INTERNATIONAL AFFAIRS

PRINCETON, NEW JERSBY 08544

August 31, 1982

The Honorable Roger W. Jepsen
United States Senate

Joint Economic Committee
Washington, D.C. 20510

Dear Senator Jepsen:

This 1s in reply to your letter of August 5 asking for my views on
"Monetarism" and on new proposals for '"price rules." My views are con-
tained in the following answers to the specific questions listed in your
letter:

1. What is monetarism? Monetarism, as generally understood by macro-
economists, has three main tenets: First, changes in the rate of growth
of money have a significant effect on the economy. I:particular, reductions
in money growth depress output and employment, and eventually lead to a
reduction in inflation. Second, according to the monetarist views, a
primary reason for economic instability in the United States and other
countries is the instability of money growth. Erratic fluctuations in
money growth are said to be the prime force behind business cycle fluctuations.
The third tenet follows directly from the second: business cycle slumps
could be avoided by preventing erratic changes in money growth; that is,
by holding the growth rate of money constant,

In my view only the first of these tenets is correct, and it is shared
by almost all macroeconomists today, not just monetarists. Although economists
still differ on why changes in money growth affect the real economy, history
has shown that these effects are large and significant. There 1s little
evidence for the second and third tenets, however. Especially in the last
15 to 20 years in the United States, erratic fluctuations in money growth
have not been the primary source of economic instability. This instability
has originated in supply shocks, such as the OPEC price increases. Monetary
policy has influenced how these supply shocks have effected the econmomy,
but it would be misleading to say that a steady growth of money could have
prevented business cycles.

2. Are changes in the demand for money frequent enough, large enough,
and sufficiently long lasting to vitiate the usefulness of "monetarist"
monetary policy? What about changes in real output? Shifts in money demand
do occur frequently. Some of the shifts are large, and some last a long
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time. In my view, however, it is possible for the monetary authorities

to discover shifts in money demand and to react to them with a relatively
ghort lag. Such shifts should be accommodated by changing the supply of
money. This is appropriate both for a monmetarist policy and for a more
activist policy in which the money supply is used countercyclically. Even
the most extreme monetarist policy needs to be based on an estimate ofi the
long run secular drift in money demand -- or velocity drift -- in order to
determine the growth rate of money consistent with price stability. If
this rate of a velocity drift changes then the target growth rate of money
_should also be changed if it 1s to remain consistent with price stability.
As long as a “monetarist" program is flexible enough to be adjusted, such
shifts will not in themselves vitiate the policy. A perfectly rigid
"nonetarist" growth rate would be extremely undesirable, and could lead to
increased economic instability in the face of money demand shocks.

3. 1Is it correct to say that the Federal Reserve has been following a
"monetarist” policy since October 19797 .

5. If not, then what change actually occurred in October 1979, and how
would you characterize Fed policy since that time?

The stated change in October 1979 was in the operating procedures of the
Fed. Pather than controlling money growth by manipulating the Federal Funds
rate, the Fed stated that it would control money growth by manipulating
reserves directly. Because, both before and after the change, the Fed has
stated that it wanted to control monmey growth, I do not think it is accurate
to say that the Ped switched to a monetarist policy. Moreover, as many
monetarists have pointed out, the ghort-run growth rates of money have
become more volatile since October 1979 which is contrary to a switch to
a monetarist policy.

The actual change that occurred near October 1979 was that Fed began,
much more seriously than in earlier years, to reduce the rate of growth of
nominal GNP in order to reduce the rate of inflation —- that 1s, to dis-
Iinflate the economy. The change in operating procedures probably made this
job easier politically, for at least awhile, by reducing political pressures
on the Fed to lower interest rates. A reduction in the growth rate of nominal
GNP would be expected to raise interest rates, as in fact it did. The overall

. effort of the Fed to reduce nominal GNP growth has been successful. And as
expected, this has reduced inflation, and as a by-product caused high interest
rates and a recession.’

Because it is not practical for the Fed to publicly target on nominal
GNP, the policy discussions have not been in these terms. But the dis-
inflation effort of the Fed should not be interpreted as the beginning of a
"ponetarist" policy. The Fed, for example, has not explicitly ruled out
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countercyclical goals, and the recent "easing" of the Fed this summer indicates
that there is some concern that policy should actively prevent the recession
from getting any deeper. Moreover, as most "monetarists” have argued, the
short-run fluctuations in the money supply seem to be a long way from a
monetarist policy. To be sure the Fed has stated its monetary policy goals

in terms of money growth rates, and this has probably restricted the Fed

more than if it had stated its intentions in terms of its goals for nominal
GNP growth. In the view of some market participants an increase in money
growth above the target range —— even if necessary because of a money demand

. increagse ~ would raise credibility problems. This may have led to a perception

on the part of the members of the Federal Open Market Committee that credibility
is very closely linked to meeting these growth targets. But with multiple
measures of money to discuss at its meeting, the FOMC appears to have avoided
sticking to the rigid targets of any one money supply in the interests of
credibility. '

4. Did dmplementation of the Credit Control Act in March 1980.interrupt
the "monetarist" policy announced in October 19797 If so, how and for how long?

The Credit Control Act caused some of the short run fluctuations in money
growth mentioned above, and in this sense made the policy look less
monetarist. This act also was responsible for the temporary downturn in
the economy in 1980 which has now been classified as the recession of 1980.

6. How do you feel about moving towards a "price rule" for monmetary
policy? Such a policy would be a mistake. Frequent changes in relative

supplies and demands for commodities can cause a price index to move
erratically. A policy such as a "price rule" which is actively trying to
counteract these temporary movements would be likely to increase economic
instability. A price rule would at some times require a rise in interest
rates and a contraction of economic activity. For example, if the price

index rose, the Fed would have to contract demand by increasing interest

rates and this would cause a recession., More to the point of your next
question, if the Fed had attempted to stabilize a price index starting in
October 1979 — say, to keep the CPI at 230 —— then there would have been a
much larger increase in interest rates and a much larger recession than we had.

7. To what extent is monetary policy, as currently conducted by the Fed,
responsible for high interest rates, as opposed to fiscal policy, and what policy
changes, if any, should the Fed make today in order to reduce interest rates?

The Fed's disinflation effort is largely responsible for the high interest rates.
When aggregate demand growth is reduced, the past trends in prices and especially
wages cannot be instantaneously broken because of formal and informal contracts.
These past trends in prices and wages continue to generate a growing demand for
money and credit. When the growth of momey and credit is reduced by the Fed's
disinflation, interest rates must rise as supply falls short of demand. This

is what has happened in the last two years. '
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This period of high interest rates can be shortened if the Fed is explicit
about its policy intentions and moves gradually but regsolutely. Then wages
and prices can decelerate slowly at first and then more quickly as workers
and firms begin to expect that the disinflation will be permanent. The
recent decline in interest rates which accelerated in August has been brought
on primarily by a reduction in money demand growth due to the sharp decline
in nominal wage growth and the reduction in general inflation. A reduction in
inflationary expectations has accelerated this process.

Large budget deficits clearly have an e;fect on interest rates, especially
in a full-employment economy. This is why it is crucial that the budget
deficits now projected for the mid to late/1980"s be reduced. But
budget deficits are not a prime factor in the high interest rates we have
observed during the last two years.

Sincerely,
1l B Tyl
g% B. Taylot[

Professor of Economics and
Public Affairs

JBT:sdc
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HMARK H, WILLES
Exscutive Vice President
Chief Financisl Officer

September 10, 1982

The Honorable Roger W. Jepsen
United States Senate
Congress of the United States
Joint Economic Committee
Washington, D.C. 20510

Dear Senator Jepsen:

Thank you for your letter of August 5th in which you ask me to
comment on several gquestions relating to the conduct of monetarian
fiscal policy. Attached is a brief memo which responds to the
issues w?ich you raised. I hope that in some small way you.find
it useful.

I appreciate your seeking my views on these important matters.
I hope your hearings go well.

Sincerely,

Mok Wttty

Mark H. Willes

MHW:gg
Attach.
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What is “"monetarism”?

"Mﬁnetarism“ defies a simple definition. It encompasses many
theories and beliefs. There are two propositions, however, which seem
central to all monetarist doctrine. The first is that inflation is
caused by excessive growth in money. Although other factors, such as
the business cycle and supply shocks, can affect inflation temporarily,
monetarist doctrine maintains that in the long run inflation is purely
a monetary phenomenon. The second proposition is that monetary policy’
should aim to control the growth of money along a smooth, noninflationary
path. Using monetary policy to counteract the business cycle is
eschewed on the grounds either that money's effects on the real economy
are very unpredictable or that anticipated changes in money have no real
effects. It follows that monetary policy should be directed at the goal

it can best attain: 7long-run price stability.

Are changes in the demand for money frequent enough, large enough, and
sufficiently long lasting to vitiate the usefulness of "monetarist”
monetary policy? What about changes in real output?

Changes in the demand for money arise from essentially two sources:
changes in the level of income and changes in asset portfolios at given
levels of income. The first type of change presents no problems for
monetarist policy, but the second one does. .

If the money supply is kept on a predetermined path as monetarism
requires, then shocks to income a}e moderated by changes in interest
rates. For example, should real oﬁtput fall unexpectedly, income would
fall which, in turn, would cause a decline in the demand for money.

Interest rates then would fall, stimulating aggregate demand and
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restoring some lost output. In this case monetarist policy would
provide an automatic income stabilizer. In fact, many monetarists
argue that the reason output has fluctuated as much as it has is the
Federal Reserve has not been resolute enough in attaining its monetary
targets.

» Changes in money demand from portfolio shifts conceptua;Hy can
cause problems -for monetarist policy, because they lead to changes in
interest rates _and economic activity that are not desired. These shifts
could be in and out of domestic assets, such as from demand deposits to
money market mﬁtual funds, or in and out of national currencies, such
as from dollars to marks. There is some evidence that both types of
shifts have been important in the past few years.

One measufe of changes in money demand due to portfolio shifts is
the quarter to quarter change in the growth of income velocity of money.
The table below. shows the variability in income velocity growth of money
for the monetary aggregates: monetary base, Ml, and M2 over the last

10 quarters.

INCOME VELOCITY OF MONETARY AGGREGATES
uarterly Growth at Annual Rates

Monetary Base* M1 M

'80: 1 3.3 4.9 4.2
2 6.2 2.9 - 5.4

3 1.9 - 3.0 - 3.0

4 3.9 3.3 5.7

'81: 1 13.5 14.3 11.4
2 - 0.5 - 3.9 - 6.7

3 6.7 1.1 2.6

4 - 0.9 - 2.7 - 5.6

'82: 1 - 8.6 -10.7 -10.1
2 - 0.3 3.7 - 2.5

*Board of Governors, adjusted for changes in reserve requirements.
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If the income velocity of money were stable, it would indicate that
portfolio shifts have been unimportant. Velocity could be volatile,
however, and these shifts could still be unimportant. This is possible
if the movements in velocity were explained systematically by movements
in other variables, such as interest rates or stock values. Thus,
evidence on portfolio shifts is better obtained by examining money demand
equations. directly. Yet, Jim Duprey in "The Search for a Stable Money
Demand Equation" (Quarterly Review, Federal Reserve Bank of Minneapolis,
Summer, 1980) conducted an extensive survey of published work and could
find no money demand equatioﬁ (M1 or M2) which passed statistical tests
for structural stability.

Most researchers surveyed in Duprey's article felt that much of the
instability in money demand has been due to the introduction of new
financial instruments such as overnight repurchase agreements and money
market mutual funds which are close substitutes to traditional transactions
balances. Ronald McKinnon, however, presented evidence that there also
have occurred significant shifts in demands among national currencies
("Currency Substitution and Instability in the World Dollar Market,"

American Economic Review, 72, June, 1982).

The evidence that the demand for money in the U.S. is not stable
does not mean necessarily that monetarism is a mistake. The short-run
shifts in money demand likely cancel out to a great degree, because
researchers do tend to find stable long-run relationships between money
and price or income. And, monetarism may still be better than other

alternatives.
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Is it correct to say that the Federal Reserve has been following a
"monetarist" policy since October 19797 If not, then what change
actually occurred in October, 1979, and how would you characterize
Fed policy since that time?

The Federal Reserve made two changes to monetary policy in October,
1979, it increased its commitment to the goal of price stability through
control of money and it altered its method for controlling money. The
first change was a movement in the direction of monetarism, but the
second was not.

The Federal Reserve announced a policy of gradual deceleration in
the growth of money. On the whole, it has followed through on that
policy. Several different times the Federal Reserve allowed the federal
funds rate to reach unprecedented highs--even in a weak economy--in order
to bring the growth of money back into its target range. Since the
fourth quarter of 1979, M1 has grown at an annual rate of 6.3 percent,
down from 7.8 percent in the previous 10 gquarters.

For this policy to be successful the Federal Reserve must convince

people it plans to carry it through. The Fed has not been entirely

successful. While some financial economists speak of the Fed's gain in

credibility, others remain skeptical. The latter point to Chairman
Volcker's comments at the July hearings on monetary policy that the Fed
would tolerate growth in money above its target and that it would not
Tower the target ranges in 1983. Perhaps, his comments indicate that
while the Fed has become more committed to monetarism, that commitment
is not absolute.

The Fed also changed its operating procedures for the control of
moriey, beginning in October 1979. Instead of using the federal funds

rate as the instrument to control money, the Fed turned to using non-
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borrowed reserves. Formerly, the Fed had fixed the federal funds rate

to hit the point on the money demand function consistent with its mone-
tary targets. The Fed felt that a nonborrowed reserve instrument wbuld
give it better and more direct control of the stock of money, while
possibly sacrificing some in interest rate stabi1ity.

The experience since October 1979 is that there has been more
volatility in both interest rates and money growth than previously.

One explanation is that the Fed's new operating procedure is inferior

to its old procedure. According to this explanation, which is given by
Allan Meltzer and others, the new procedure amounts to fixing the federal
funds rate and then throwing in some random noise. The Fed, it is main-
tained, chooses the level of nonborrowed reserves to produce the federal ‘
funds rate to hit the point on the money demand function consistent

with its monetary targets. But since the relationship between non-
borrowed reserves and the federal funds rate is not perfectly predictable,
this procedure adds noise to the procedure of fixing the federal funds
rate directly.

This criticism of the Fed's new operating procedures does not imply
that the Fed should go back to controlling the federal funds rate.
Perhaps, it should attempt to control the supply of money by fixing total .
reserves or the monetary basg and, thus, let interest rates be determined

by the demand for money. The point is, this procedure has not been tried.

Did implementation of the Credit Control Act in March 1980 interrupt
the "monetarist" policy announced in October 1979? If so, how and for
how long? .

Implementation of credit controls disrupted the economy and altered

asset demands. Since people were not able to borrow or lend all they
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wanted, they were forced to change their decisions about how much to

spend and when to spend it and about how to invest their money. The
disruptions which were caused generally seemed to be of short duration.
Some evidence for this is that a statistical forecast of 1980, based on
data through 1979 and with no adjustment for credit controls, was very
close on the four quarter growth rate of real GNP although it was way

off on the quarterly pattern ("The U.S. Economy in 1980: Shockwaves from
1979," by Preston Miller, Tom Supel, and Tom Turner in the Federal Reserve
Bank of Minneapolis Quarterly Review, Winter, 1980).

Even though there does not seem to be much evidence of ]ongerjrun
changes from the implementation of credit controls, there likely were
some. The fact that they were imposed would seem to increase the prob-
ability that they will be imposed again. We would expect individuals and
firms to have developed new strategies or arrangements to protect them-

selves in the eventuality that credit controls are implemented again.

How do you feel about moving towards a "price rule” for monetary policy?
To what extent is monetary policy, as currently conducted by the Fed,
responsible for high interest rates, as opposed to fiscal policy, and
what policy changes, if any, should the Fed make today in order to
reduce interest rates?

When budget deficits are ongoing, monetary and fiscal policies must
be considered together. Federal budget policy determines the growth in
total federal debt; monetary policy determines how that debt is divided
into noninterest-bearing base money and publicly-held Treasury securities.
The tax on money holdings (inflation) and the tax on Treasury securities
(the decline in their real value) must cover in a real sense the ongoing

budget deficit.
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A given deficit policy places 1imits on monetary policy. If
budget deficits are persistently large, for example, the Fed's choice
is between monetizing the debt and causing inflation or not monetizing
it and causing higher real interest rates.

Monetary policy also places limits on fiscal policy. If monetary
policy determines the inflation tax, the tax on bond holdings must be
whatever it has to be to cover the budget deficit; For bond issue to
raise revenue requires either a negative real interest rate or steadily
declining bond prices. The latter trans]atesAinto steadily increasing
interest rates. Not every policy the Fed follows will allow the budget
deficits to be financed. If the inflation tax is too low, the need ;o
finance the rest of the deficit may exceed the total which can be raised
by the bond tax, in which case the real interest rate and real debt
burden would rise without limit.

The need to coordinate monetary and fiscal policies, para&oxicaIly,
provides a rationale for unconditional control of money. A monetary policy
of this type limits the size of deficits which can be run. Taking away
the federal government's option of monetizing its debt makes its budget
policy like that‘of state and local governments. While it can still
issue debt, that debt must be backed by higher revenue in the future.

Price rules for monetary policy, such as commodity standardg, limit
by institutional arrangement the capability of monetizing government debt.
This is desirable if the Federal Reserve cannot be trusted to limit the
stock of fed money in the future. Conmodity ;tandards may introduce

other problems, however; 1if the commodity bundle is too narrow, its
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demand or supply may have little relation to demand or supply conditions
in the whole economy. In this case stabilizing its price may not be
stabilizing for aggregate prices. On the other hand, if the commodity
bundle is too broad, it may not be possible to stabilize the bundle's
price any better than the Fed can now stabilize aggregate prices.

In addition, some price rules may not be feasible. If the Fed
announced it would buy or sell gold at $200 an ounce, for example, the
U.S. would likely see its gold stock disappear. In the Tong-run it may

not be possible to fix a relative price.
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Excerpt from Informal Talk of

Paul A. Volcker to Business Council
At Hot Springs, Va. 10/9/82

As you know, yesterday we made a further reduction in.
the discount rate to 9- 1/2 percent. "As is‘usually the case,
that change was, in an immediate sense, deszgned "o maintain ‘an..

appropriate alignment with short-term ‘markét rates. "It was,:of *

course, also taken against a background ‘of continued sluggishness

in bu51ness act1v1ty, the exceptional recent strength of the

dollar on the exchange markets, and 1nd1cations “of strong demands

e ‘ P R I R i S T

for liquidity in some markets. .
In the light of all the potentially confus;ng comment in
the,nress in recent days, .which seemed to be based on a combination
of partialﬁinformation and reportorial speculation, it may be
desirable to reiterate what seems to me obvious; the smali reduction
in the discount rate -- as in the case of the four changes of
similar magnitude in July and August -- represents no change in
;the’basic thrust of policy.
In assess;ng economic and financial developments over
recent months, I would also point out again what I have said on a
number of occasions before: there is growing evidence that the
inflationary momentum- has been broken. ‘Indeed, thh appropriate
policies, the prospects appear good for continuing moderation of
inflation in the months and years ahead. Continuing progress toward
restoring price stability is an essential part of building a solid
base, not )u-- for recovery but for sustaining expansxon over a
long period. Concern about inflation, and monetary discipline,
is not something ve can turn on and off it will be a continuing

priority’ concern of policy.

(171)
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What does inevitably change is the financial and
business environment in which we operate. Unfortunétely from
thé standpoint 95_:epogting and :ommunica;éon, the ;cJtinuing
hrust of monetary pelicy caunot be adequately meesured by ang.

single or simple symbol. Headlines can be misleadina.
LI hope we have all learned that Lhe level or d;rectlon

of 1nterest rates 15 nct, by 1tse1f, a relxable test of "ease”

.or "restraint” -- it all depends upon the c1rcumstances. Lower’

" interest rates in an economy in recession are not unusual, and

"v

are consistent thh the need for recovery But lower 1nterest
rates do not in themselves indicate a change in basic policy
approach. Over longer periods of time, achieving\pnd maintainihg
the lower level of interest rates we would all like éo see must,
in a sense, be a reward for success in dealing with inflation;
artificially forcing the process would in the'end be counter-
productive. Wha£ is needed is market conviction that the funda-
mentals are consistent with lower interest rates, and I se}ieve
that is what we have‘been seeing for some ménths.A )

The emphasis on monefary and éredit aggregates in con-
ducting and interpretipg‘policy during recent years is, of course,
useful in part because of the uﬁreliability of interest rate measures
in_gauging the necessary degree of restraint. We express'pqlicy
in terms of.brogd targets for the various definitions of mogey:
on the basic thesis thai, over time, the inflationary proceéé is
related to excessive growth in money and credit. But you have
also heard me repeatedly exﬁress”caution about the validity'of'

any single measure, or ‘even all the measures in the short run.
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We have to be alert to the possibility that relationships may be
disturbed by technological or regulatory chaﬂgeb.in banking, or
more broadly by shifts in liquidity prqférence;-and velocity.

We face over the next few months}‘nbt just’ the possibility
but the virtuél certainty of distortions -- diépoxtionsAgrowing
out of legislaiion and regulation -- in the Ml number that is so.
widely followgd'in the markets. Right now; and over the next few
weeks, some 551 billion of "All Savers Certificates™ are maturing,
and-in large part will not be rolled over. As those’funds move
to other inﬁestments,.some amount will temporarily pass through
checking accounts, 6; be "parked" in those accounts for a time
awaiting new investment decisions. We know Ml will be affected,
but we simﬁiy have no way of measuring the degr;g of that shifting.
And, just as that process is expected to unwind over the next month
_of.so, the hew "money market fund-type" deposit account for banks
and thrifts will be introduced. Sizable trangfers of funds into

" those accounts, which will have considerable checkable and trans-
actions gapabilities, are anticipated, iqcluding shifts from
regular éhecking-ahé NOW accounts. The result will probably be ' -
to depress Ml growth for a while -- assuming the new accounts are
nof included in Ml. But again Qe have no way of anticipating the
magnitude, or even the direction of impact should the new accounts
be.tied to existing NOW accounts. Both the “"ups" and "downs" .in .
Ml reflecting these reéulatory chahges will be artificial and
virtually meanipgiess in gauging underlying trends in "money" and

. liquidity. - ?he potential pfoblems have been common knowledge in

market circles.’ ’ -
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In the circumstances, I do not believe that, in actual
implementation of monetary policy,'we'have any alternative but
to attach much less than usual weight to movements in Ml, over
the period immediately ahead. We will, of course, analyze'thé data
carefully to assist us in assessing underlying trends, but it is
likély to take some months before new relationships can be judged

with any degree of reliability in a world of radically new deposit

" instruments with transactions capability. . o .

" Fortunately, while the M2 and M3 aggregates may also be
affected by the new deposit instruments, the impact should be
relatively much less. Those aggregates are not only much larger,

but most of the shifts among financial instruments are;expected

"to take place within those large aggregates. For instance, shifts

by individuals among "All Savers'Certificates,“ checking accounts,
money market certificates, money market mutual funds, and the new
account would all leave M2 unaffected because they'are all counted
within that aggregate. ° ;f-the'shifts are into (or out of) marKet
instruments, such as tax;exempt bonds or Treasury bilis, thgvtoggls
yould be affected, but probably to a limited degree.

The fact ﬁhat, for the time being, underlying monetary
growth and reserve provision cannot sensibly be gauged by directly
observing movements in Ml -- up or down -- is a technical fact of
liée; it has no broader policy significance.

- It is true that for some time (before thé new distortions
that will be induced by 1egislation and regulation) the various '

monetary aggregates ﬂave in'general been somewhat above the growth
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paths targeted for the year. I would also point out, though, -
that indications - suggest an appreciable recent slowing in growth
of both M2 and M3, and it so hapﬁens -- perhaps fortuitously --
that last week's M1 figure is very close to target. That is part
of the setting of the discount rate change.
You may recall that, when reiterating our annual targets
in.July, I emphasized that "growth somewhat above the targeted
ranges wouid be tolerated for a time in circumstances in thch
it appeared that ptecéutionary or liquidity motivations, dufing
a period of economic uncertainty and turbulence, were leading
to stronger than anticipated demands for money. We will look
to a variety of factors in feachipg that judgment, iﬁcluding
such technical factors as the behavior of different components
in the money supply, the growth of credit, the behavior of
banking and financial markets, and more broadly, the behavior
'of velocity and interest rates." I believe reasoned assessment

of recent developments in the light of those factors does suggest
that preferences for liquidity have generaily been reiatively
stroné, reflected in part in some abno;mal pressures in parts of the
private credit markets. In that light, the fact that some of

the aggregates have tended to run somewhat above their target
ranges has been fully Scceptable to the Federal Open Market
Committee.

I believe I can speak for all members of the Committee
in saying that those judgments have been reached, and wili continue
to be reachgd, in full recognition of the need to maintain the

hearteniﬂé‘pfpgress toward price stability.
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BY DR. JAMES BARTH, DEPARTMENT OF ECONOMICS.
GEORGE WASHINGTON UNIVERSITY AND STEPHEN
MORRELL, FEDERAL RESERVE BANK OF ATLANTA

A Primer on
Budget Deficits

During the past 20 years, the federal govern-
ment budget has been in deficit 19 times, the
only budget surplus occurring in 1969. Most
current projections indicate that this trend will
continue in the years ahead. In response to this
situation, 31 state legistatures have .already
approved resolutions petitioning for a constitu-
tional convention that would require an annually
balanced budget. Similar resolutions are cur-
rently being considered by other state legisia-
tures, with only three more needed to force the
Congress to organize a constitutional convention
to consider a balanced-budget amendment.
Recently, President Reagan endorsed the idea
of such an amendment. One amendment ap-
proved by the Senate early this month would
permit a budget deficit only in wartime or when
authorized by a three-fifths majority of the House
and Senate.

This article is a primer on budget deficits.
Section | defines what is meant by a budget
deficit, how deficits are measured, and what is
not included in conventional measures of the
deficit. In Section If, we'll examine the U. S.
budgetary record from the beginning of the
Republic in 1789 to the present. Section i
relates current concerns about budget deficits
to parallet concerns expressed during the Great
Depression—a period marked by significant
changes in thinking about the effects of deficits.
Section IV examines the major points of con-
troversy about the economic impact of deficits.

What Is a Budget Deficit?

In any discussion of budget deficits, one
must be sure to understand exactly what this
term means. Most of the concern focuses on
federal deficits, not the aggregate budgetary
positions of local, state and federal governments.
For this reason, we will consider only federal
budgetary deficits here. At the federal level,
the government collects taxes (T) out of which

it spends on goods and services and provides
for transfer payments (G) as well as pays interest
on its outstanding debt (iB)} (where i is the
nominal interest rate and B is federal govemment
debt outstanding). In recent years, government
expenditures frequently have exceeded receipts,
resulting in deficits. A deficit therefore occurs
whenever expenditures exceed receipts and.
the size of the deficit is measured by the
amount by which expenditures exceed receipts.
Symbolically, this situation may be expressed

as:
(1) Deficit= G+iB—T.

Of course, government spending does not
always exceed revenue. When the reverse is
the case, the government budget is said to be
in surplus. A balanced budget occurs whenever
expenditures are exactly matched by receipts.

Naturally, deficits must be financed. There
are two principal ways in which this is done,
both of which involve an increase in govemn-
ment liabilities." One way to finance deficits is
through the sale of federal government securi-
ties to the public (both domestic and foreign)
while the other way is through the sale of
securities to the Federal Reserve. The Federal
Reserve purchases securities, not directly from
the Treasury Department, but rather through

" open market operations conducted through

security dealers in the New York financial
markets. When the Federal Reserve buys securi-

‘Decreases in governmeni assets theough the sale of such assets a3 god.
forexgn exchange, buscings. equiment and nd Constiute & iwd means
of nrecent years

n y
12. 1982, issue of Ihe Washington Post i was reporied that the Reagsn
“hopes t $18 Y

35 miltion acres of federa! real estae. nearly 5 percent of whal it now owns™
(D A221. From an histoncal viewponl. it might be noled that “receats lrom
the sale of public 'ands were ..ol 3
elimnating the feceral debt by January 1935 See tewis H Kimmel
Federsl Budget and Fiscal Policy 1789-1958. The Brookings Instdubon
wastwngton. D.C. 1859.p 315
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While controversy over budget deficits has raged since the
Grzat Depression, the relationships between deficits and
economic activity remain complex and puzzling. With debate
intensifying under the pressure of high projected deficits, an
understanding of the basic issues is essential.

ties, it results in an increase in its monetary
liabitities, specifically reserves of commercial
banks and tnrift institutions plus coin and
currency, or an increase in the monetary base.
Since an increase in the monetary base typically
increases the money supply, the sale of securi-
ties to the Federal Reserve to finance deficits is
commonly referred to as money-financed defi-
cits. Sales of securities to the public, on the
other hand, are commonly referred to as bond-
financed deficits.

Equation (1) may now be written as:

(2) Deficit=aB+aM=G+iB—T
where AB represents the positive change in bonds
held by the public and AM represents the
positive change in bonds held by the Federal
Reserve.? This equation states that when gov-
ernment spending exceeds revenues, the resulting
deficit must be bond - and/or money-financed.
Most discussions of the federal deficit are based
upon equation (2}, which represents the nominal
federal budget deficit. It should be noted that
the widely reported figures on deficits in news-
papers, magazines, and other news media are
based upon the unified budget concept, not the
national income accounts concept. The essential
difference between the two concepts is that the
former is on a cash basis, whereas the latter is on
an accrual basis.?

An Alternative Measure of the Budget Deficit

The budget deficit as measured by equation
(2) is not the only or, for that matter, the most
appropriate measure available. An alternative
measure that merits special attention is the real
or inflation-adjusted deficit* This measure of
the deficit is given by

(3) Real Deficit =a(B/P) + a(M/P) =
/P — TM/P — T/P,
where P is the price level, r is the real rate of
interest (i - 7, and = is the inflation rate. This
equation states that the amount by which real
federal government expenditures exceed real
revenues is financed by changes in the real value
of government bonds and monetary liabililties.’

A few comments about this measure of the
deficit are appropriate. First, when there is no
inflation ( = 0), one simply multiplies equation
(3) by the price level (P) to obtain equation (2).
Second, real interest payments on the federal
debt are given by rB/P. This means that if
inflation is fully anticipated and thus completely
embodied in the nominal interest rate that the
Treasury Department pays on federal govern-
ment debt, then a higher inflation rate need -
not affect the real deficit. But, for this to
happen, the nominal debt must increase along
with the price level. Inflation would, therefore,
increase the nominal deficit (see equation (2))

G/P +

TheB. i - i lott- taxes and social insurance contributions are recorded &t the time of

Mlﬂllnmm i on interest y

Mmtnmmumnﬂtmunmnmﬂ‘muwm Um.whblmbyfrluwy SO'WWM!EFM
hoidi have only 8 small effect YHMWHIMNIXWHWQMTMWMMM

on the budgcl surplus o deficit* See Special Analysis E, Borrowing and
DebL The Budget of the United Sh!!s Government, 1983, Office of
Management and Budget, Executive Office of the President, Februsry

1862.p.4. Treasury
by the Federal Reserve Sysiem is lﬂdud.d. in the nafional income
sccounts.as his. of course,

tazes. panicularty in high interest ull perioda.

Office: and Budget Executive
Oﬂuc- of the Pvemnk Februsry 1982, . 29.

of chronic inflation.
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thewar.

is cotlected regardiess of when the income is eamed and outlays (except

issuedt The NIA (national income accounts) atiempts 1o record most
receipts from the business sactor in the time period in which the ncome is
earned rather (han when taxes are actually paid, while personal income
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“Inflation essentially acts as a
tax on the government’s
monetary liabilities whether
inflation is anticipated or not.”

due to increased interest payments on debt
outstanding (iB). Third, the real return on M/P
is minus the inflation rate (-7}, since the nominal
rate of return on M is zero. Fourth, money
financed deficits that persist over time would
continually increase the nominal deficit but
could decrease the real deficit so long as M and
P move together. Fifth, and most importantly,
inflation essentially acts as a tax on the govern-
ment’s monetary liabilities whether it is antici-
pated or not; it also constitutes a tax on bond
liabilities to the extent that the inflation is
unanticipated. For this reason we should examine
both nominal and real deficits, especially during
periods of chronic inflation.

To illustrate the importance of adjusting for
inflation, consider that the nominal deficit was
nearly $60 billion in fiscal year 1980. Given that
B was equal to $594 billion and M was equal to
$157 billion in that year and that the inflation
rate was 9 percent, one would have to subtract
about $68 billion from the nominal deficit to
obtain an inflation-adjusted deficit. Doing this,
the result is that the fiscal year 1980 deficit
becomes an $8 billion surplus.

Finally, rather than simply considering the
size of federal deficits in isolation, it is frequently
more informative to measure deficits relative
to gross national product (GNP). In other words,
it is useful to consider deficits (or surpluses) as
a share of GNP. To illustrate the information
this approach yields, consider the years 1968
and 1979. In the earlier year, the deficit was
$25.2 billion, nearly the same as the 1979
deficit of $27.7 billion. When measured as a
share of GNP, however, the situation is quite
different. In 1968, the deficit amounted to 3
percent of GNP, whereas in 1979 the corre-
sponding amount was only 1.2 percent These
figures demonstrate that financing the same
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size deficits may have far different implications
depending upon the level of overall economic
activity. Furthermore, as will be shown in the
next section, the level of economic activity will
significantly affect the size of the deficit In
short, to better understand deficits it is impor
tant to put them into perspective by expressing
the deficits as a share of GNP. .

What the Budget Deficit Doesn’t Measure

It is important when discussing federal deficits
to realize what they do not measure. Certainly,
federal deficits as commonly known do not
measure the change in the net worth of the
federal government. In other words, although
it - may be conceptually sound to be interested
ly in the federal government’s net
worth (assets less liabilities), such a measure-
ment is extremely difficult to obtain. Valuing
equipment, buildings, land, social security obli
gations, retirement benefits, and loan guarantees,
to mention just a few assets and liabilities,
would require a herculean effort® One could
even ask whether monetary liabilities actually
exist, since there is no presumption that base
money (reserves plus currency) will ever be
retired. In any event, deficits should not be
equated with dis-saving in the sense that the
federal government’s net worth is necessarily
declining by the same amounts. The widely
reported measures of the budget deficit are far
narrower in scope.®

Another factor is that the federal deficit does
not include the activities of off-budget federal
entities such as the Federal Financing Bank,
Synthetic Fuels Corporation, and the Postal
Service fund.” Off-budget entity activities do
not show up in the unified budget spending .
and thus the deficit figures. This means, of

*Such a herculean stfort has been recently underaken by Roben Elsner
Liabikfien, -

e Economic Repont of the

Some of thew estimates are resented in
Prasident, US. Government Printing Office {1982).
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fssues, soe the Economic Report of the President, February 1832, po.
102-108, and Rudoiph G Penner. “How Much is Owed by the Feders!
overnment", Amenican Enternrise Instituie, undated mimeo.

s wel see James T
Bonnats 4ng Thormas-s Onorern How the Govemment Evades Texes”
Policy Review, Winter 1982, pn? 183 Alzo. see David H. Recer and
Richard W. Lang."Federa

oS Lous- ember 1979, 00 10-19,8nd
Feders! Credht Activities: An Overview of the Presidents Credit
Iscal Yeor C Office, Working

Paper, March 1882,
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course, that off-budget spending does not go
through the normal congressional process.® In
1973, when off-budget federal entity outlays
began, the federal deficit was $14.9 billion
when these entities were included. Excluding
them reduced the deficit only to $14.8 billion.
However, by 1981, the situation was vastly
different. The federal deficit was $57.9 billion
excluding these entities. But it jumps to $78.9
billion when they are included. Clearly, the
exclusion of off-budget entities understates the
size of the deficit and thus the magnitude of
borrowing undentaken by the federal govemment.?
In addition, almost all of the talk about
budget deficits refers to the federal deficit, yet
not all government borrowing in the credit
markets is done by the federal government.
State and local governments also borrow in the
credit markets. They may also, of course, pur-
chase federal govemnment secusities. Thus, when
assessing the impact of government borrowing
on the competition for loanable funds between
the public and private sectors, one should
properly consider total borrowing (net of inter-
governmental transactions) by all levels of
government, not just federal borrowing.

The Federal Budgetary Record

. To put the concern over budget deficits
into better perspective, it is useful to review
the federal budgetary record. From the estab-
lishment of the U. S. Treasury in 1789 through
1981, there have been 191 budgets."® During
this long period, the record shows that there
have been 88 deficits and 103 surpluses
(see the Appendix for a partial listing of the
actual data).

Such a long period, however, may obscure
important changes in budgeting behavior.
The period is therefore broken down into
two subperiods, 1789 to 1930 and 1931 to

“Sanator. i
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%Ot courss, it should be noted that some feders! debl is scquined by teders)
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1981. The reason for this particular split is
that, as Lewis Kimmel has stated, “.. at no
time prior to the 1930s were public expendi-
tures used deliberately and consciously as a
balancing factor; there was little or no evi-
dence of a conscious fiscal policy in the
modem sense of the term.”!" Subsequent to
the 1930s, however, fiscal policy became
increasingly viewed as a too! for smoothing
cyclical fluctuations in economic activity.

During the 140 years from 1789 to 1930,
there were 45 deficits. This means, of course,
that there were 95 surpluses. In short, during
the first 140 years of U. S. history the budget
was in the red 32 percent of the time. The
budgetary record for the more recent 1931 to
1981 subperiod, however, is quite different. In
almost one-third fewer years (51), there were
nearly as many deficits (43). Surpluses occurred
only eight times. In other words; the past half
century saw deficits 84 percent of the time.

The situation for the past 32 years is even
more striking. Since 1950, there have been
27 deficits and only five surpluses, the most
recent one in 1969. The largest deficit on
record occurred during this period—$66.4
billion in 1976. This compares to the first
budget deficit of $1.4 million in 1792.

The entire budgetary record is presented
graphically in chart 1, which shows that there are
clearly periods in which deficits as ashare of GNP
have tended to skyrocket. What is striking, how-
ever, is that the largest deficits always have
occurred during war periods. In fact, the record is
that of the 88 deficits during the past 191 years,
30 of these occurred during war years. Omitting

Editor's Note:

This article is based on federal budget data from 1789~
1881 which, as far as we know, have never been compiled
in a single source before. While the complete Appendix
table is too bulky to reproduce in this article, it is available
upon request from the authors.
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Chart 1. Unified Federal Budget Surplus or Deficit
as a Percentage of GNP from 1789 — 1981
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war years, then, one finds that there were 103
surpluses versus 58 deficits since the first U. S.
budget. Of course, depressions and recessions,
by reducing revenues and stimulating expendi-
tures, also are associated with deficits. The largest
peacetime deficit occurred during the Great
Depression of the 1930s.

Given that there were so many surpluses
during U. S. history, it is important to under-
stand their purpose.’? Basically, surpluses
are intended to reduce, and ultimately to
retire, federal debt outstanding. As chart 2
shows, this goal has been largely accom-
plished. As may be seen, wars caused federal
debt as a share of GNP to rise sharply. However,
after the wars, federal debt fell
rather steadily. The same pattern emerged
for severe recessions, such as the Great
Depression of the 1930s. Also, notice that
federal debt was essentially eliminated during
the 1830s.

See Ibid. pp70-75.
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Mexican War Civil War
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As chart 2 dramatically shows, contrary to what
people may believe, the federal debt has not
grown without limit. On the basis of the historical
record, there was every reason to believe that
eventually it would be paid off. Only in the last
few years has the federal debt leveled off. What
will happen in future years, of course, is very
uncertain. Thisuncertainty, in tum, affects financial
markets in ways that are not fully understood.
More will be said about this in subsequent
sections.

. Budget Deficits and the Great Depression

The current concern about federal deficits is
reminiscent of the concern expressed during the
Great Depression.'® Prior to the 1930s it was
widely believed that a balanced budgetwas“the
prindipal test of sound fiscal management.”’* As the
previous section demonstrated, surpluses

“interestingly anough, wher the unempioymen rate ross 1o 9.4 percent in
Apnl

ummymem ‘Worst Since Great Depression.”

"S.' Lewis H. Kimmal Federsl Budget and Fiscal Pollcy, 1789-1858,
The Brookings Institution, Washington, D.C. 1959, 5 143. The material in
this section is based entirely upon Kimmaefs fascinating account of US.
budget policy.
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were the rule, not the exception. When deficits
did occur, it was mainly due to wars. But
following the wars, surpluses were typically
accumulated so that outstanding federal
debt could be retired. During the 1930s,
however, something quite different happened.
For the first time in U. S. history, the nation
incurred 10 successive peacetime deficits.

On December 2, 1929, approximately six
weeks after the collapse of the stock market,
President Hoover submitted his budget for
1931 to the Congress. There was no indication
in this budget nor any direct admission
during the following year that large and
continual deficits were looming Indeed, “even
the 1932 budget released in December
1930 indicated surpluses for the fiscal years
1931 and 1932.""® This situation did not last
long however. “As the depression deepened,
it became apparent that the budget estimates
had been far too optimistic and that the
Treasury would soon be faced with larger
deficits than any previously incurred in time

as a prerequisite for a revival of business
confidence.”'? Moreover, “federal borrowing
was viewed as competitive with business
and other private borrowing interest rates
were higher because of federal competition
for loan funds.”*® Lastly, an “unbalanced
federal budget was equated with inflation.”'?
Thus, it is no surprise that in the early 1930s
“the President (Hoover), officials of the exec-
utive branch, and the leadership of both
parties in Congress” united in “making a
balanced budget the primary policy goal.”?®
Interestingly enough, throughout the early
years of the depression, it was frequently
asserted that heavy or excessive tax burdens
were a major reason for, if not the sole cause
of, the “unsatisfactory economic situation.”2!
Despite this view, however, tax reductions
were not regarded as a viable option. Instead,

“ibid.. p 145,

of peace.”'® . o 16,
Despite the depression, a balanced budget wibid., & 152
was considered to be.an essential condition oty
for recovery. “A balanced -budget was regarded Tibid. p 164,
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Chart 2. Public Debt as a Percentage of GNP from
1789 - 1981
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a balanced budget achieved primarily through
rigorous expenditure control was the primary
goal"22

During the 1932 presidential campaign,
“the Democratic party became the self-
appointed champion of what was accepted
as fiscal conservatism.”?® In this role, the
Democrats “made the most of the ‘reckless-
ness’ of those who would tolerate continued
unbalance in the federal accounts.”?* With
the election of President Roosevelt, however,
the campaign rhetoric faded fast By the
time of the budget message of january 5,
1937, in contrast to the first budget message
“which promised a balanced budget in the
third year of recovery,” “.. a fully balanced
budget was now assured only in the indefinite
but apparently not-too-distant future.”?® In-
stead of balancing the budget, very early on
in the Roosevelt administration “restoring
the economy, which above all else required
a reduction in unemployment to a reasonable

Hivid., p. 182,

minimum, became a primary objective of
public policy.”?® indeed, “on numerous occa-
sions the President stated that government
was responsible for providing for the unem-
ployed and the needy.”?” While doing this,
however, “it was held that these and other
govemmental expenditures would contribute
to rising income levels and increases in
private employment.”28

The above quotations from the period of
the Great Depression support the view that
economic views often repeat themselves.
Much of the current controversy and concem
over budget deficits is remarkably similar to
that which surfaced a half century ago. Aparnt
from this, the Great Depression demonstrated
to many individuals that sharp contractions
in economic activity can cause huge deficits.
Eventually, this realization led to the devel
opment of the concept of a full employment
budget deficit?® Rather than simply relying
only on the reported federal deficit figures,

Hibid., p. 182
*ibid.. p 189,
"ibid.. o 189.
*Sae David .Lang. Another
Side of Federal Borrowing.” Federal Reserve Bank of St Louis Review,
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the notion was that one should calculate
what the budget deficit (or surplus) would be
if the economy were operating at full or a
high level of employment. On a full employ-
ment basis, for example, during the spring and
summer of 1981, the federal budget was in
surplus, not in deficit. Some interpret this as a
sign that fiscal policy was, if anything, contrac-
tionary during this recessionary period.

Why All the Concern Over Budget Deficits?

Why is there such widespread concern
over federal budgetary deficitst® Or, more
to the point, do budget deficits really matter?

November 1979, pn18-19, and Alan S Biinder and Robert M. 3

“Anatytical Foundstions of Fiscal Policy,” in The Econemica of Public

Finance, The Brookings Institution, Washington D.C, 1974, pp. 3118,
Course. centers on President Reagan's

v webers
COMPAriSOn with POKCHS Ower the tast 30 year, see Jamaes A Banth, “The
Reagan Program or Economic Recovery: An Historica Perspective.” this
Review, October 1981, pp. 14-25. The rationale lor “Reaganomics” or
“supply-sice” ics i3 found in J 8arth "The Reagan Program
for Economic Aecovery: Economic Rationale (A Primes on Supply-Sice
Economical” this Review, September 1981, pp 4-14. Alac, 30 John A
Tatom, “We are Alt Supply-Siders Now?”, Federal Reserve Bank of St Louis
m,M.y“B‘ml&”whmﬁmmwlm
“Si Sice Economics: Poitical Clsims va. Economic Realily.” Journal
u&mlntmsmlm.dmm
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Unfortunately, determining the economic
impact of deficits is very controversial. It is
an area where there are widely differing
points of view.*' Some economists, for exam-
ple, state that “bigger deficits, if allowed to
accumulate, have evil consequences of their
own; either more inflation, or more govem-
ment borrowing from private lenders, which
in turn means less chance for private firms to
borrow funds needed for capital improve-
ments and expansion.”® Others say “an
increase in the ‘budget deficit .. does not
necessarily mean either a crowding out of
private investment or an accentuation of

anymore; giogle
one anciner” Alsa. “Crackpot propoaals ike the ... Roth-Kemp bilts (matti-
i ith ser 3 Lucas.

J’:.‘.'rh. Death of Keynes” in Viewpoints on Supply-Side Economics,
Tma;wmmnmnr.mmunr.nwwtm.wsam
q pisbynd . 3
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inflationary pressure.® To understand the
potential economic impact of budget deficits,
we will discuss the rationale undedying such
different views.

As discussed earlier, federal deficits may
be bond-financed and/or money-financed.
There is broad agreement that money-
financed deficits do indeed increase aggre-
gate demand, push prices higher, and drive
up the nominal, if not real, rate of interest.
The monetization of deficits, in other words,
is generally considered to be inflationary. To
the extent that the inflation is anticipated,
nominal interest rates, in turn, will be higher
insofar as they embody an inflation premium,
particularly long-term rates of interest As
far as crowding out (that is, the decline in
interest-sensitive private investment and dur-
able goods spending due to big deficits) is
concerned, there should be none. Money-
financed deficits are likely to leave the real
rate of interest unaffected or, if affected,
cause it to decline.

But how can one be sure that budget deficits
will not be money-financed? Since the:Federa!
Reserve is independent of the Treasury
Depantment, there is no requirement that it
purchase federal securities whenever there is
a deficit. If the Federal Reserve so decides,
deficits may be completely bond-financed.
Historically, this has not been the case. On the
other hand, the record does not demonstrate
that deficits are completely money-financed,
either. What appears to be the case is that the
Federal Reserve monetizes a varying fraction
of budget deficits. Even when the Federal
Reserve monetizes a portion of the deficit,
however, it doesn’t necessarily mean that the
money stock increases one-for-one with the
deficit. For example, the deficit was $3.8

billion in 1962. This deficit became a surplus

of $0.7 billion in 1963. At the same time,

ot i L not tested.
Even in cases where the rational expectations hypothesis is imposed the
model may not neglectsd

See PAV.B Swamy, J. R Barth.and P. A Tinsley,“The Rational Expectations
ic Modeting.” Special Studies Paper No. 143, Fedarat
Reserve Board. July 1980, and Journal of Economic Dynamics and

013, “The Mythotogy of Tax Cuts.” Poticy

#J. Hamburger and B Zwick.
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“In general, movements in
money do not track movements
in budget deficits one-for-one.”

money growth (M1) more than doubled, from a
rate of 1.8 percent in 1962 to 4.0 percent in
1963. An even more striking example occurred
during the 1974-75 period. In 1974, the deficit
was $4.7 billion. The deficit ballooned to $63.8
billion in 1975. Money growth, however, re-
mained relatively constant, growing at a rate
of 4.9 percent in 1975 as compared to a rate
of 4.7 percent in 1974,

In general, movements in money do not
track movements in budget deficits one-for-
one. Whether the movements are much closer
once we adjust for the level of economic
activity (so as to distinguish between “passive”
and “active” deficits) is another matter. The
evidence relating to whether deficits in the
past have led to faster money growth and,
thus, inflation appears to be somewhat mixed.*
In any event, regardless of what has happened
in the past, the Federal Reserve is in a strong
position to prevent future deficits from becom-
ing inflationary.

More controversial is the case of bond-
financed deficits, in which deficits are financed

19603 and 1970s largsr laderal deficits were sccommocated by (aster
See-Deficit, ion” Mo

Economics, Janusry 1981. Alsa. Scott H. Hein states that “only when

monetary authorities atlempt to Drevan interest rates from rising will

foderal deticits lead to incronses i the monay 520ck and, subtequently,

inflation” He goes 0n to say that “Ihiy link was apparently impontant from
197!

5.

been broken . .. * See “Deficits and Inflation.” Federal Reserve Bank of St
Louis Review, March 1981, p. 10. Robert J. BArT0. however. siates that “the
principal link from the federal budget to money creation in recant U.S.
imvolves departures of feders! spending normai—especially

the positive response to wartime spencing and the negative reaction to
Dost-war spending cuts—rather than the surplus posdion { of the tevei of
federa) spanding). per 34 See “Comment from an Unreconstructed
Ricargian” Journsl of Monetary Economics, August 1978,p 578. Form
! ofihe ot the Federal Reserve to various
economic variables. see James R Barth, Fobin Sickles, and Prilip Wiest,

Review, Spring 1981, p86.
g .“Norma!

" . ey
on Supply-Side Economics, Thomas J. Hailstones, ed, Robert F. Dame.
Inc. Richmond, 1882, 065. - - ‘

Varying
Benavior.” Winter 1882
cited therein.
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through the sale of securities to the public..

The crucial issue here is whether the bonds
that are sold increase aggregate demand and

thus drive up prices as well as increase the’

- real rate of interest. Output effects may also
occur which, via an “acceleration mechanism”,
can temporarily offset any reduction in interest-
sensitive components of real aggregate demand.

e economists contend that government bonds
are properly considered as a component of
private wealth. According to this view, bond-
financed deficits will therefore increase wealth
which, in turn, will stimulate consumption and
the demand for money. Increased consumption
and money demand will lead to a higher real rate
of interest. This, they argue, will generate crowding
out as investment in plant and equipment and
purchases of consumer durables decline due to
higher real interest rates. If interest rates rise
sufficiently, there will be complete crowding out,
which means that the bond-financed deficit will
not increase aggregate demand and thus prices.
Althoughthe deficits will not be inflationary in
this more extreme situation, they will still drive
up real interest rates and thus generate crowding
out®

Other economists disagree with this scenario.
They contend that government bonds do not
represent net wealth.3® According to this view,
there are no wealth effects associated with
bond-financed deficits. Proponents argue that
people realize the bonds issued will pay interest
and will eventually be retired. This means that
issuance of bonds implies an offsetting future
tax liability to cover the interest payments and
principal. To meet this future tax liability, the
public will save more. This means that the
federal deficit (government dis-saving) will be
matched exactly by an increase in private

which, investment
spending ...~ See “Do Budget Deficits Matter” Dats Resources U.8.
Review, Decamber 1581, 0. 1 and 15. Lawrence A Kudiow aiso reports

saving. In this case, there will be no increase
in aggregate demand and thus no increase in
prices.3” Furthermore, the increase in private
saving to match the budget deficit means that
the deficit will not siphon funds away from
private investment. In short, real interest rates
will be unaffected and, as a result, there will be
no crowding out. .

Still another view of bond-financed deficits
maintains that cuts in tax rates (particularly
marginal tax rates), will increase the aftertax rate
of return to saving, As a result, itis argued that tax-
induced deficits will stimulate a greater amount
of saving, If stimulated sufficiently, this additional
saving will be available to purchase the govern-
ment bonds that are sold to finance the deficit
In this way, there need not be any crowding
out or increased inflationary pressure.?® The

“Deficits caused by increased
federal spending are likely to
be more inflationary and
generate more crowding out
than those caused by cuts in
marginal tax rates.”

increase in saving will prevent aggregate
demand from rising and will provide the addi
tional funds to keep real interest rates from
moving upward.

Preston J. Mier, smong otners, Guestions this ultra-rationaiity hypothesia.
Powsver. he argues that 5inCe the govemmaent has run 3o many deficits
Gunng the past 20 years, “tew pecpie e: the govemnmaent to relire its
OebL™ As & fe3ulL “because the bonds are not likety (o be paid off by higher
taxes in the huture, they are mersly promises to delver cumency in the
future” He goes on to say that “in fact, they are restly much kke currency.”
Thus, " tmos! "

inflation and uitimately inhibits the growth of output” See “Statement of
Lawrence A Kudiow. Assistam Director for Economic Policy, Offics of

1981, Siatistical Appendix, o L Geraid P. Dwyer, Jr., on the other hand.
rHpONS that “no evk that large .
prices. spending, interest raies, of the monay s1ock” Economic Inquiry,
forthcorming, p 18.

#Ses Robert J Barn, “Are Government Bonds Net Wealth?” Journal of
Potitical Economy. Novermber/December 1974, pp. 1095-1117,
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increases the Osficit is inflationary.” See Guarterdy Review, Foders)
Reserve Bank of Minneapoiia Summer 1980, p. 2.

g otcounse,
supply of funds in financi Sodefi add

10 ihe supply Of flunds as weil a3 10 the demand lor tunds Thia aliows the
deficit to_be linanced without

Joumnsl, August 1, $878. B




We can probably safely draw the following
conclusions3® First, if anything deficits caused
by increased federal spending are likely to be
more inflationary and generate more crowding
out than those caused by cuts in marginal tax
rates.*® Second, money-financed deficits are
more likely to be inflationary but less likely to
generate crowding out than are bond-financed
deficits. Third, deficits that persist and grow
(both absolutely and as a share of GNP}
during peacetime, nonrecessionary periods
are more likely to be inflationary and lead to
crowding out regardless of how they are
financed. Fifth, as should perhaps now be
clear, attempting to predict the impacts of
government spendmg and tax rate changes
on the economy is an extremely difficult task,
especially if it is not clear whether the changes
are temporary or permanent*' For this and
related reasons, a sensible budget policy may

" be to set government spending and tax rates so

*for 8 more detailed snalysis Of the views of Keynesian. Monetarists,
Rational
policies. see James R. Barnth. “The Costs of Slowing Inflation: Four Views.”"
this Review, January 1982, pp. 39—49. Alxo. for an inmleresting .nl'yxuo‘l
the y and
2 caficit and their imphcations for inflation, see Thomas J. Sargent 00 Neil
Watace, “Some Unpleasant Monetarist Arithmetic.” Quarterly Review,
Feceral Reserve Board of Minneapols. Fall 1981, pp. 1-17.
“ln this regard. see Vito Tanzi and George Igen. “The tmoact of Taxes on
of Supply-Skie Econom
irs Department, Intemations! Monelary Fund, April 7. 1981,

Ut $hould a!so be noted that nothing thus lar has been $ad aboul atiocative
eftects due to delicita. For a disCussion of some of (he allocative effects
associated with tax cuts see James R Barth ang Joseph J. Cordes.
*Industrial Impacts of the 1981 Business Tax Cuts.” this Review, May 1982,
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as to balance the budget not every year but over
the course of a business cycle. In this way,
deficits could occur with wars and recessions,
while surpluses could occur during cyclically
expansionary persiods.

The Budgetary Bottom Line

Despite the fact that budget deficits may
not always be painful economically, they always
seem to be painful politically. This is a case in
which perceptions may be more important
than reality. So whether the economic issues as
discussed above are fully understood or not, in
such a situation, deficits do indeed matter. if the
Congress perceives that federal deficits are
harmful—politically and/or economically—it
surely will take steps to eliminate them. The
issue then becomes whether the resulting actions
are more harmful to the economy than the
deficits would have been.

—James R. Barth
and Stephen O. Morrell

The authors gratelully acknowiedge the helptul comments provided by Robert
Keleher andt George Iden, the able reseanh assistance provided by fanice
Tutorz and mowt imponantly, the imafuable assistance provded by Roben
Kilpatrick i ohtaining the data uved in this arntile.
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Appendix Unitied

Unified Federal Buaget Public Holdings

Federal Buaget Public Holdings . Sumlus or of Federal

Surplus or of Federa! Nominal Deficit as 2 Debtasa

Year Deficit Debt ©__GNP Share of GNP Share of GNP

($ milions) ($ millions) {$ millions} (millions) {miltions}

1789 150 0.000 174.000 09 000

1790 150 75464 198.000 08 3a1

JRTAT 1228 58006 650,000 19 892

1830 9.701 39123 1053.000 92 ar2

1850 4060 83453 2556.000 A8 248
1870 101502 2035.881 8392000 121 2428 .

1890 85040 711313 13100.000 E-C 543

1910 -18.10% 813318 35400.000 . =05 . 258

1930 738.000 15158.000 80700000 81 187

1950 -3112.000 200692.000 286457000 -1.08 7008

1970 —2845.000 227166.000 868800.00 -29 2245

1980 -59563.000 594259.000 2567500.000 ~2.32 2315

19881 -57932.000 669968.000 2858600.000 ~203 2344

“Complete annual data for 1785-1981 available from authors.

Sources: A Federal Budget Sumius or Defici-1789 1o 1920, Tabie 2. Ruceints and Outiays. Statistical Appendix to Annual Repon of The
SoalllrydlﬁcYv.MmmShlodeanWVw‘MUSw Printing Otfice. Washington. 0.C. snd

1921161881, Tadie 23

iacaiYear 1983.U.S Govemmant

Printing Office, Washingion, 0.C.

Dot O

aring
1970 lo 191 5. Table 19, Principal of the Public Dete, Statistics Appendix to Annuzl Fleport of the Secretary of the Treasury on tha
Sute Finances.

Fiacal Year 1980,

Govemment FPrinting Office. Washington DC. 1918 to 1538,

Tadles Nn 14& 148, and 148. Banking and Monetary Statistics. 1914-1941, Boars of Governors of the Fedaral Reserve System,
1983,

WIW&!\DC.M‘OJFIB&! Table 14,
882,

C. Nominal Gross Nationa! Product— 1789 10 1888, Tno«ussamy Revised

February

. Bostwick Press, 1889

101908, Series F1-5,G

Colonial Times 10 1970,
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Analysis E. Tale €-3.
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THE VOICES OF "FAILURE" AND THE FAILURE OF
MONETARY POLICY-MAKING

Kar! BRUNNER
University of Rochester
and
Universitdt Bern

I THE VOICES OF FAILURE

Almost three years ago the Federal Reserve Authorities announced a major
change in monetary policy. The events prompting this decision are well known. The
basic inflation rate drifted from the early 60's to the late 70's in response to an
essentially accommodating policy from a negligible level to around 8 percent p.a. The
consequences were most dramatically revealed by a series of crises on the foreign
exchange market, The Federal Reserve authorities recognized in October 1979 that
monetary policy need be designed more effectively (or willingly) to lower inflation and
support the dollar. A new tactical procedure was initiated for this purpose. The
operational change was expected to tighten control over monetary growth and prevent
the inflationary drift experienced in previous years,

The passage of time since October 1979 offers some perspective about the nature
of the policy introduced, its mode of execution and consequcnces. Some-success should
be clearly recognized. Monetary growth was effectively lowered (in the average) over
the past ihree years. Inflation responded moreover to the broad change in monetary
affairs. The rate of change in the price-level and the momentum of wage settiements
was substantially reduced over the past years.

This progress was accompanied however by economic stagnation and recession.
Real national product fluctuated since 1979 within an interval of about 3-4 percent
around an approximately stationary level. The economy slid moreover into a recession
not recognized by the official forecasts supplied by the Administration in the early
months of 1981, The emerging doubts and questions bearing on the course of policy
deepened and widened with the manifest disarray of financial markets. Since early
1980, interest rates attained a remarkably high level (in the average) and exhibited a
singular variability, The record traced in recent years by the financial markets is
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unique in the peace time history of the USA. The behavior of interest rates threatens
moreover the survival of many financial institutions and has aggrevated in recent
months an increasingly fragile network of international credit relations. The
uncertainty gripping the financial markets seems to envelop both financial institutions
and some governments with a comparatively large exposure to short-term liabilities.

Progress in any particular dimension seems hardly worth any notice in the media
or political market, This market thrives on "crises” and "problems”. The recession
with the uncertain prospects of recovery, and most particularly the disarray expressed
on financial markets, affected the public debate about the future course of policy.
"Liberal" and "neo-conservative" commentators, including some Federal Reserve
officials, emphatically declared the massive failure of the monetary policy pursued by
the Fed. They urged the Federal Reserve Authorities to abandon what was deemed to
be their "monetarist bias". An "alternative policy” could be expected to lower interest
rates permanently, reduce their variability and assure a sustained recovery.

The "voices of failure" offered neither adequate articulation of events nor an
acceptable explanation of the apparent failure. Their basic thrust would push the Fed
once again into a dominantly accommodating stance with the prospect of permanent
and increasing inflation. Their attention thoroughly misses moreover the crucial short-
term and long-term aspects of our monetary policymaking associated with the
observed failure.

II. THE NATURE OF THE "FAILURE"

1. The Interest Rate Syndrome

The singular behavior of interest rates emerged shortly after the change in the
Fed's operating procedure. The public announcement of the change suggested that the
Fed would assign "less significance” to interest rates and attend more explicitly to a
contro! over monetary growth.” A prevalent analysis enshrined in many textbooks on
macro-economics informs us that such changes in policy procedures atfect the relative
variability of monetary growth and interest rates. This approach yields a trade-off
between the variability of the two magnitudes. The strategy of interest control, or
even the tactical (i.e. instrumental) use of interest rates (more precisely: of the
federal funds rate) for monetary control, lowers the short-run variability of interest
rates and raises on the other hand the variability of monetary growth. The observed
behavior of interest frates appears thus, according to this story, to be the natural
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consequence of a shift from a dominant pattern of "interest rate control” in one form
or another to a more developed stance of monetary control.

A number of studies prepared at the Board of Governors of the Federal Reserve
System and at some of the regional Federal Reserve Banks articulate the explanation
in more detail. One version emphasizes that the change in operating procedure
generated misapprehension and confusion around the financial markets. Other studies
demonstrate a statistical connection between the variability of monetary growth and
the variability of short-term interest rates. This connection was attributed to the
change in operating prooédures. The financial market expected under a policy of
monetary control a dominant pattern of "regressive behavior" by the Fed.
Unanticipated and substantial deviations of monetary growth from the target path
were expected to induce corresponding adjustments in the Fed's reserve operations.
Positive surprises in monetary growth increase and negative surprises lower under the
circumstances short-term interest rates. The operation of the connection depehds
sensitively on the financial markets' confidence that the Fed is really committed to a
policy of monetary control.

Some of the arguments and studies advanced contribute usefully to our
information about the relation between monetary policymaking and financial markets.
None provides however an acceptable explanation of the observed behavior of interest
rates. Three major facts must be recognized in this context. One refers to the level
and variability of interest rates over all maturities. The second involves the
remarkable correlation between interest rates over the whole yield curve. The
singular variability exhibited substantial co-ovements between short- and long-term
interest rates. Lastly, the short-run variability of monetary growth did not decline
after the change in operating procedure. It actually increased somewhat.

These patterns cannot be explained by the observed connection between short-
run "monetary surprises” and subsequent movements in short-term interest rates.
Rational market expectations operating under a system of monetary control are not
sufficient to produce the particular connection. The tactical procedure used in the
context of lagged reserve accounting contributed probably to the joint increase in the
(short-run) variability of short-term interest rates and of monetary growth.

Whatever the role of "institutional policy" may be, the occurrence of monetary
surprises under a system of monetary control cannot explain the failure Jamented in
the media. The effect of monetary surprises depends critically on the market's
expectation that such surprises will be systematically corrected. Surprises are thus,
according to this account, essentially interpreted as transitory events and will not
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affect the behavior of intermediate and Jong-term interest rates. This account thus
implies that the change in operating procedure raises the shortest-run variability of
short-term interest rates with negligible effect on the variability of longer term
interest rates. A confident expectation of anti-inflationary monetary control would
moreover lower the inflation premium and decrease long term rates. These
implications are not reconcilable with the three major facts mentioned above.

The trade-off hypothesis based on standard textbook analysis encounters the
same difficulties. It systematically neglects all aspects of the term structure of
interest rates. This neglect omits an essential mechanism yielding crucial information
about the market's assessment of montetary policymaking. A prevalent conviction
that the Fed will maintain aa effective anti-inflationary monetary control does not
raise the variability of all interest rates and would not produce the co-movements
observed. We may also note in passing that this étrand of analysis neglects with the
term structure also the interaction between an array of asset markets. Interpretations
based on this analysis, typically represented by frequent statements made by Federal
Reserve officials, systematically equate all the stochastic shocks operating around the
complex of financial markets to the disturbances or shifts in money demand. The
diverse shocks are however not equivalent with respect to their economic effects
under alternative strategies (i.e. monetary or interest controls). Arguments based on
the trade-off analysis usually postulate moreover that money demand is perturbed by

- purely transitory shocks. Once again, this postulate yields implications very different

from the pattern observed.

We conclude that the "failure” manifested by the behavior of interest rates
cannot be attributed to a change in monetary regime per se. In particular, it cannot be
explained in terms of a shift from an "essentially flexible" interest strategy to &
system of effective monetary control. It is not the confusion and misapprehension
produced just by a change In strategy or tactics which produced the “fallure
syndrome”. This syndrome was dominated by the behavior of our monetary authorities,
most particularly by an uncertain sense of commitment to an anti-inflationary policy
with a corresponding strategy of monetary control conveyed to a broad public. A long
tradition of misleading statements, a sequence of broken promises to pursue anti-
inﬂatioﬁary policies, the many contradictions observed between statements made by
Fed officials since October 6, 1979, a more or less veiled opposition of important Fed

‘officials to a policy of effective monetary control, and lastly, the variability of

monetary growth after the proniise offered in October 1979 to tighten control and
improve performance, all contributed to a diffuse and pervasive uncertainty about the
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trend in monetary policymaking. The array of experiences imposed on financial
markets lowered the credibility of the Fed's monetary strategy. The resulting
uncertainty imposed a substantial risk premium of several percentage points on the
gross real rate of interest. It was also expressed by cross currents of reassessments
and re-reassessments of accruing information about future policies and thus produced
the remarkable volatility. This uncertainty was not confined to the immediate future
but involved perceptions over an extended horizon. The position papers for the
meetings of September 1981 and March 1982 explained in greater detail the effect of 2
pervasive uncertainty fostered by our policymaking on the behavior of financial
‘markets. The argument shows in particular how such policymaking should be expected
to produce the patterns summarized by the three major facts.

The analysis presented in previous position papers implies a persistent anti-
inflationary policy (in the average) gradually lowers the markets uncertainty. As time
passes and the markets learn about such persistence throughout the noise of
misinterpreted verbal and statistical events both the level and variance of interest
rates decline. This actually happened over the past two years. The level moved along
a declining trade for more than one year and the variance (on all maturities) declined
by a large margin since 1980.

The "failure” expressed by the high level and variance of interest rates was thus
not produced by the shift to a strategy of monetary control. It was conditioned by the
basically uncertain commitment and the inadequate tactical delivery. The behavior of
interest rates offered us consequently an index of the Fed's credibility level
determined by the market. There was thus indeed a failure revealed by the
observations noted above. We suffered the consequences of a fundamental failure in
our policymaking institutions. )

2.  An"Unforeseen™ and "Avoidable” Recession

The second dimension of the alleged failure involves the recession emerging in
late summer or fall of 1981. Two strands need be distinguished in this context. One
strand of arguments confronts the Administration with the surprising appearance of
the recession unforeseen by the policymakers. The second strand accuses the policy-
makers of generating a recession in order to curb inflation.

The first strand does indeed reveal a specific failure of the Administration. The
official forecasts published in the early months of the new Administration could hardly
be substantiated in terms of available analysis and evidence. The forecast of output
and inflation was difficult to reconcile with the Administration's proposed course of
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financial policies. The "Shadow” noted in March 1981 that the execution of an anti-
inflationary monetary policy would induce a recession under the conditions inherited at
the time. The Administration's forecast emerged as a compromise of conflicting
assessments advanced by various branches of the government. The preparations were
probably also influenced to some extent by the daydreams of "supply siders". The
simple political motivation to produce "numbers which look good" contributed to the
outcome. This process could hardly produce any forecast relevantly addressed to
economic reality. An essentially political procedure yielded a forecast, representing
the Administration's official position, thoroughly disqualified within less than three
quarters. The consequences of this numerological exercise lowered the credibility of
the Administration's whole pfdgram. We observe unfortunately that the
Acllministration proceeded for its most recent forecasting exercises in the same
manner. We should recognize at this stage a failure in policy-making, a failure
fostering subseguent repercussions on the political market which tend to obstruct the
_Administration's basic goals supported by the "Shadow" in its statement of March 1981.

The first component of the "recession failure" does not concern the fact of a
recession but the failure to acknowledg‘e publicly the probable consequences of an anti-
inﬂationad policy. The second component addresses the fact of the recession. The
ideas advanced in this context do not constitute a single coherent block. Some "supply
siders" argued that inflation could be curbed by inducing an explosive and sustained
growth due to reductions in tax rates. Others objected that an anti-inflationary
monetary policy only achieves its purpose by producing a recession. A recession of
sufficient length and depth forms thus, so we hear, the deliberate target of an anti- A
intlationary policy of monetary control,

The "supply siders” objection is easily shown to be unfounded. Important supply
side effects due to existing expenditure programs and regulatory programs are
neglected. There is no analytic or empirical basis to expect sustained rates of real
growth of up to 8 percent p.a. necessary to remove inflation without lowering
monetary growth below levels experienced in 1979/80.

The argument emphasizing the use of recessions as a means to curb inflation
appears more frequently and dominates the media. It requires thus more serious
attention. The issue has been discussed on several occasions at the meetings of the
"Shadow" and was considered in previous position papers prepared over the past eight
years. First and foremost, we need to emphasize that a necessary and sufficient
condition for lower inflation is a éorrespondingly lower rate of monetary growth, We
deny on the other hand that a recession with sufficient length and depth is a necessary
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condition of an anti-inflationary program. Whether or not the monetary retardation
required for our purposes translates Into a recession depends crucially on the
credibility of the policies pursued. A high credibility induces strong incentives to re-
examine price-wage setting patterns established under the expectation of permanent
inflation policies. A lower credibility obstructs such jincentives. Monetary
retardations produce consequently under the alternative states radically different
output and price-level responses. The reader may find an excellent summary of the
issue in an article by Marvin Goodfriend in the Economic Review, published by the
' Federal Reserve Bank of Richmond: "There is an important lesson in the successful
restoration of price stability following the German hyperinflation which is relevant for
our own time. A reduction in money growth can bring the inflation rate down
significantly in a short period of time with relatively minor temporary reductions in
real economic activity. But it must also be emphasized that for such a policy to work
well, i.e, to affect inflation and not real economic activity, it is essential that the
monetary authority announce and carry out real meaningful reform of its money
growth policy. Suppose the monetary authority is truly committed to eventually
bringing down money growth, but it moves in fits and starts or disguises its intentions,
for example, to forestall criticism from groups hostile to its policies. Reductions in
money growth, when they do come, will impact less on prices and more on real
economic activity because there may be some doubt as to whether the money growth
reductions will be sustained. The policy will work well only if the monetary authority
establishes a commitment to bring money growth down that is credibie to the financial
markets and the public in general®. .

The emergence of a substantial recession in the course of an anti-inflationary
policy reveals indeed a ™ailure in policy-making". The length and depth of the
recession reflects the low credibility of current policies as a resuit of the past
experiences. The same observations which conditioned the diffuse uncertaint)}
expressed by financial markets also shape the magnitude and length of the recession.
The failure attaches thus not to the decision (or fact) of a monetary retardation
necessary to lower inflation. It attaches to our past record of policy-making and the
strategic conception and tactical aspects still dominating our monetary policymaking.

Oil. TYHE "FAILURE"” OF MONETARY CONTROL

The actual failures in policymaking described in the previous paragraphs should
not obscure an important accomplishment. Monetary growth has been lowered in the
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average over the past years. The course was moreover maintained during the
recession. The rate of inflation substantially declined beyond the expectations
expressed by last year's consensus forecast, Some progress appeared thus throughout
diffuse uncertainty suffered by the financial markets. But the “voices of failure” still
question this accomplishment. Their doubts are essentially concentrated on the
technical feasibility (or desirability) of monetary control. Financial innovations create
allegedly new and unpredictable patterns destroying the basis of monetary control.
Measurement problems are so severe "that nobody knows what the money stock is".
Nobody seems to know which of the various monetary aggregates to control. Lastly, it
would appear more sensible to control directly the growth rate of nominal gross
national product. The following sections examine these reservations addressed to a
policy of monetary control.

1.  Financial Innovations

The fact of financial innovation can hardly be contested. We observed a remark-
able array of new developments in the financial industry. Innovations occurred
however also during the 1950's with the explosion of the thrift institutions. We also
heard voices at the time that this process undermines the effectiveness of monetary
policy.

Almost all arguments linking financial innovations with an erosion of monetary
policy are essentially speculative and impressionistically suggestive. The conclusions
are "plausible™ impressions not supported by analysis or evidence. This issue has been
addressed in previous position papers. The present section offers some important
aspects of the problem.

The issues posed by financial innovation for our purposes can be usefully
organized in terms of two relations: the relation between the money stock and
nominal gross national product and the relation between the monetary base and the
money stock, The first relation is expressed by monetary velocity and the second by
the monetary multiplier. Changes in the economic structure induced by financial
innovations will be revealed by the time series pattern governing monetary velocity
and the multiplier. If the assertions about the consequences of financial innovations
typically advanced are correct, then we should observe significant shifts in the
patterns éharacterizing either mﬁltiplier or velocity. The patterns prevailing until a
few years ago could not explain under the circumstances the multiplier's behavior over
the past few years. Similarly, a larger trend element and & significantly larger
variance of the stochastic innovation term would describe the more recent time series
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process of velocity. A statistical examination of the data yields no support for these
implications of the thesis bearing on the consequences of financial innovations. The
trend in M-1 velocity shows for the 1970's a somewhat larger estimate than for the
1950's. Their respective 95 percent confidence intervals overlap however to a large
extent. The variance of the stochastic innovation is actually substantially smaller for
the 1970's than for the 1950's. There is thus most definitely no evidence of a
significant increase in the variance. The data do however yield evidence of a
significant change in the form of the stochastic process. A first order moving average
(for the first difference of log Vl) ruling during the 1950's was modified into a random
walk for log V ’

The posmon papers regularly prepared by Robert Rasche for the meetings of the
»Shadow” provide the necessary information bearing on the multiplier. This work,
amplified and buttressed by scholarly papers in professional journals, yields until the
early months of 1982 (the last report made) no change in the structure of the process
generating the movement of the multiplier.

The statistical evidence yields so far no case at all for the dramauc policy
consequences attributed to financial innovations. The controllability of monetary
growth has not been affected. The experience of the Swiss National Bank indicates
moreover that even in the context of a substantially larger unpredictable short-run
behavior of the multiplier the Central Bank can still execute an effective anti-
inflationary policy. Secondly, there is no evidence that the link between money stock
and gross national product has significantly worsened. But, lastly, there is evidence of
more or less gradual shifts occurring over time in the form of the process governing
velocity.

The last two points bear on a standard argument advanced by Fed officials in
support of a *flexible approach” to policymaking. Flexibility seems to be particularly
required whenever we experience changes or a Jessened reliability in the link between
money and gross national product. But either one of the two evolutions converts the
claim for a "flexible policies” into an empty gesture. A lessened reliability offers no
assurance that “lexible adjustments® improve the policy record. Systematic responses
to larger noise levels in the data raise the likelihood of destabilizing actions, A
meaningful flexibility requires more and not less reliable information. -

One last issue need be briefly emphasized in this context. Federal Reserve
officials typically interpret the stochastic properties of velocity as representations of
the random shocks operating on money demand. This interpretation justifies their case
for an accomﬁtbdative stance expressed specifically by an Interest targeting policy.
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But the equivalence between velocity and money demand shocks does not hold. The
stochastic properties of velocity reflect all the shock patterns operating on the
economy including shocks in the financial sector beyond money demand and most
particularly also all real shocks. A more or less significant increase in the variance of
"velocity innovations™ offers thus no basis for a policy assigning greater. weight to
interest control.

2. The Measurement Problem and the Choice Among Aggregates

The statistical results summarized above for our assessment of the role of
financial innovations also offer information about the measurement problem. This
problem was dramatically articulated by Frank Morris, President of the Federal
Reserve Bank of Boston (Wall Street Journal, June 22, 1982). The previous section
considered the possible effect of financial innovations, in the absence of any
measurement problem, on the behavior of monetary aggregates. Morris emphasizes in
addition that {inancial innovation creates essentially intractable measurement
problems. The concept of a money stock would be meaningless and a monetary policy
addressed to the control over monetary growth impossible to execute. Financial
innovations blur apparently two distinctions: the differentiation between money and
liquid assets and the differentiation between money and debt.

The innovative arrangements developed by .the financial industry are indeed
ingenious. But a description of these innovations and their immediate effect on porf-
folio managers offers little Information beyond plausible speculation, We still
understand the meaning of "money*, i.e. any object generally (with high frequency and
regularity) used as a means of payment. We observe a small group of assets held by
participants in the social game which behave in this respect very differently than most
other assets. The borderline between the two groups of assets and the specific forms
of assets constituting money changes over time. The location of the borderline will
hardly ever occur with any definite precision. We always need to cope with some
measurement problem, The obligation of a Central Bank for an anti-inflationary
monetary control neéasarily includes a duty to maintain an adequate data base and re-
examine with some regularity its measurement procedures. A Central Bank can always
assure 2 persistent measurement problem by creating incentives for accelerated

innovation (regulation and inflation) with a suitable inattention to the data
' requirement.

Little reason has been advanoed thus far to convince us that the measurement

problem is intractable ‘and the efror so large that any M- measure is "meaningless”,
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We note on the other hand an extensive use of many other important economic
magnitudes, e.g. the inflation rate, the change in the gross national product and of its
components, the real rate of interest, the unemployment rate, budget data etc. with
little qualification about their respective measurement error. Most particularly, no
evidence has ever been presented suggesting that the measurement error of the
nation's money stock vastly exceeds the error of the CPl as a measure of inflation. I
suggest that the opposite holds true with a wide margin.

The statistical examination of the patterns traced by velocity and multlpher
explored in past position papers and partly surveyed above yields important
information bearing on our subject. A substantial measurement error seems to have
emerged by the end of the 1970%. The revision of the measurement procedures
consistent with the definition of money lowered however the measurement error to an
acceptable range. There is still room for improvement which the Fed should explore.
An intractable measurement problem with increasing error would necessarily be
reflected by significantly shifting patterns of both velocity and multiplier. The results
reported above and summarized in more detail in the position i:aper prepared for
March 1982 offer no support for the claim that our data are seriously affected by large
and increasing measurement errors. One of the results obtained is especially
informative in this context. The velocity of the monetary base, denoted with V , is
the product of the multiplier (for M-1) and V v or in logarithmic expression

log Vozlog m, +log V1

Let m* and V# designate the true magnitudes and p and v the respective (multi-
1 1

plicative) measurement errors, so that
logm, =logm} + 1 and logvl;logViNv

The effect of measurement errors involving M-1 (or similarly M-2) does not affect the
base velocity. lt\ follows in particular that y = -V, i.e. the two measurement errors
necessarily offset each other in the definition of the base velocity. The base velocity
remains thus unaffected by this specific measurement problem. It could still be
affected however by shifting substitution relations induced by financial innovations
occurring in the absence of any measurement problem. But the time series comparison
of base velocity for the 1950's a.nd 1970's offers little support for such contentions.
The rational response to the emergence of a serious and persistent measurement
problem is thus quite simple: monetary policy should replace the instrumental use of
the base for purposes of monetary control with a base control approach.
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The argument concerning the differentiation between money and debt advanced
by Morris offers a good example for the irrelevant impressions surrounding the
discussion. Some innovations are supposed to invert the timing relation between
money and debt creation. Under "overdraft accounts credit card systems" payments
are made before debt is created. This innovation hardly affects however the basic
characteristics and determinants of the money supply process. Morris also asserts that
"automatic credit programs" must raise velocity. The effect of such programs depends
essentially on lower transaction costs. They contribute over a period to a modest
extent, with other innovations, to produce a positive trend in Vl with a lesser effect on
Vor But whatever the magnitude of this effect may be, it supports no case against a
feasible execution of monetary control.

The questions considered in this section also apply to the choice among monetary
aggregates. The multiplicity of aggregates seem to pose a serious obstacle for a
monetary control policy. Multiple aggregates offer at least a convenient objection
against a policy of monetary control. Their appearance may have actually been
influenced by such considerations. But they involve no serious problem for an
effective anti-inflationary policy executed over a longer-term horizon. We note first
that no aggregate beyond M-1 or M-2 need be considered as a relevant magnitude of
monetary control. In the absence of unresolved or differential measurement problems

‘ monetary control can always be formulated in either M-1 or M-2. The choice will
determine the benchmark of non-inflationary rﬁonetary growth to be considered by the
policy maker. In the context of unresolved or unattended measurement problems for
both M-1 and M-2 (as in the United Kingdom) monetary policymakers should
provisionally target directly the monetary base.

3. Controlling Nominal GNP Versus Controlling Monetary Growth

Monetary control is not exercised for its own sake. It is an instrument used to
influence the behavior of the price level or of the nominal gross national product. A
strategy of monetary control manipulates an intermediate magnitude as a means to
influence the behavior of an ultimate target. It Is claimed on occasion that this
intermediate targeting is inefficient. A "final targeting" is offered as a more efficient
strategy. Monetary policy should directly control the nominal gross national product.
Analytic elaborations of this idea which postulate a direct control of nominal GNP by
the authorities, in the sense of a specific action which can immediately fix this
magnitude, are hardly worth any discussion. A more relevant approach argues that an
economic stmctuie; 'deﬁned by a model, implies a unique relation between policy
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instruments and nominal GNP. No intermediate target is needed. On the contrary, it
can be shown that, given the model, the use of intermediate targeting is in general an
inferior procedure. This argument depends however crucially on the assumption of full
and reliable information expressed by the model. This assumption still belongs at this
stage to Never-Never Land. Controlling GNP on the basis of misconceived beliefs
about the details of the economy's response structure involves substantial risks of a
destabilizing activist policy pattern. The necessary and sufficient condition for
"controlling nominal GNP' are simply not satisfied. There exists thus no relevant
empirical basis for the claim that monetary control Is an inferior procedure. This
would be the case with ideal knowledge, but not in the reality of seriously incomplete
information about the true structure governing economic processes.

A different interpretation of "GNP control® should be mentioned. It is not
offered as an alternative to monetary control. It functions equivalently to the
ultimate goal of a stable price-level as a long-term guide to the formulation of
monetary control. This long-term guide sets the benchmark of average monetary
growth. This benchmark depends on the trend in velocity and the economy‘s normal
real growth. The same information (stable price-level and normal real growth) can be
used to formulate the growth in nominal GNP as a guide for setting the benchmark of
average monetary growth. This meaning of "GNP control® is thus quite consistent with
a strategy of monetary control.

4. The Retreat to Permanent Inflation

Two aspects characterize the arguments opposing the use of monetary control
policies. The previous sections discussed the first aspect represented by an array of
plausible impressions with little basis in analysis or evidence. The remarkable
disregard of relevant alternative policies forms the second aspect. The President of
the Federal Reserve Bank of Boston, for instance, offers us no clues on what the
alternative to an "impossible" policy of monetary control should be. The array of
objections share however one central implication: they represent an implicit retreat
to a policy of permanent intlation executed by one of several tactical procedures.
Serious opposition to a policy of monetary control will not be reconciled, as a matter
of fact, with a persistent and reliable anti-inflationary policy.

The proposal advanced this summer by 31 Democrat Senators specified an
alternative beyond the usual objection to monetary control. The proposal specified an
explicit return to a strategy of interest control. Some others argued that a change in
the "policy mix" was required. The combination of a “loose" fiscal policy with low

12-654 0 - 83 - 14



202

monetary growth should be replaced by a large monetary expansion offset with a
tight" fiscal policy (balanced budget through higher tax rates?). Both proposals
involve a retreat from anti-inflationary policies. Acceptance of these proposals would
signal a commitment to permanent inflation, high and volatile interest rates and
disarray in international monetary affairs. These consequences produce over time
price and credit controls in shifting forms. They are also likely to raise real tax rates
and lower the (weak) political pressure to control the magnitude of the budget. The
battle over monetary control involves thus issues substantially beyond some tactical
technicalities. Its outcome will influence the socio-political reality of the final years
of this century.

IV. THE "INSTITUTIONALIZATION" OF MONETARY POLICY

The "voices of failure" do address a serious problem. They misunderstood how-

ever the nature of the issue. Both components (interest rates and recession) of the
relevant failure reflect a long history of strategic conception and tactical procedures.

This history. produced the deflation of the Great Depression and the permanent
inflation of our age. The massive failure of monetary policymaking directs our
attention to a basic question: how can we arrange our monetary affairs in a manner
which avoids simultaneously the risk of large and persistent deflation or inflation?

The problem of an optimal monetary arrangement, expressed by the choice of a
monetary standard, may be approached in a different but equivalent mode. Agents ’
participating in the social co-ordination game are exposed to a wide diversity of risks.
Many risks express the operation of shocks modifying natural conditions, changes in
technology, organizational skills and information, tastes, demographic conditions etc.
But this variety of "real shocks” does not exhaust the risks confronting agents. The
behavior of monetary authorities extends the range of shocks affecting the economy
and correspondingly shapes the total risks experienced by agents.

The traditional ideology of Central Banking fully recognizes the on-going

operation of shocks and the assoclated risks experienced in market transactions. The
occurrence of the real shocks justifies apparently an activist mode of a dxscrenonary
policy. The opportumty to create monetary shocks by suitable discretionary
management can be effectlvely exploited.  Such exploitation should adjust the
ménetary shocks in response to all other shocks in order to minimize the total risk
encountered by agents. The reliable formulation of a risk-minimizing activist strategy
requires however a full knowledge of the true stochastic processes of all on-going
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shocks with a corresponding information about the economy's interacting structure.
This knowledge is a necessary and sufficient condition for reliable risk-minimization.
This condition offers not even the roughest approximation to reality. Attempts at
risk-minimizing strategies involve under the circumstances a substantial likelihood of
raising the total risk of the social game. The Great Depression and the permanent
inflation exemplify the point. The case for risk-minimizing activist strategies
expresses thus a "cognitive conceit" beyond our relevant political concerns. The
relevant political issue suggested by analysis and experience focusses our attention on
a different question. What are the monetary arrangements which effectively prohibit
an increase of the total risk produced by monetary shocks beyond the basic "natural
risk™ ’

The relevant set of arrangements contains three major options: some form of a
gold standard, a “free bankiﬁg" system with private production of money, and a
constant monetary growth standard. All three standards impose more or less stringent
constraints on the government's power to manipulate monetary affairs. Each option
requires ultimately an appropriate constitutional specification in order to anchor
monetary arrangements beyond the incentives of a short-run political process. Even
so, constitutional constraints are not beyond the longer-run operation of a political
process. ‘This long-term exposure of constitutional arrangements seems to affect all
three options to a similar extent. It offers no rational basis for any preference among
the major options. We are thus led to compare the total social risk produced under the
alternative standards. This problem has not been sufficiently explored in the literature
and was certainly never raised by policymaking staffs or officials. Some very
preliminary examination suggest that a constant monetary growth standard credibly
initiated by the US authorities would probably produce a lower total risk than either a
gold standard or free banking. This Issue remains somewhat open and some deeper
exploration need be pursued. What is hardly open to serious dispute at this stage is the
inferior performance, expressed by a correspondingly high risk, produced by a strategy
of discretionary policy-making. A constant monetary growth standard would exclude
the high risk potential associated with the Central Bank’s preferred strategy.
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L THE LEGACY AND THE REAGAN PROGRAM

Erratic stegnation, inflation and volatile interest rates characterize the recent state
of the US economy. This state is neither preordained nor the random product of &
mysterious stochastic process unfolding over history. It was conditioned to a major extent
by the pattern of policies, and administrative and court decisions evolving over the past
twenty years. A reversal of the trend experienced during the last decade requires under the
eireumstances a radical change in basic policy conceptions and the nature of policymaking.

The Reagan Administration's program offers a new direction with a different thrust.
Its objectives are clear enough and well known. Inflation should be lowered with the
expectation of eventually achieving & stable price level. Normal output and the rate of
growth need both be raised. The strategy addressed to the pursuit of these objectives has
also been well presented to the public. Monetary policy need be adjusted to & systematic
control over monetary growth. This control should moreover be used to produce & pre-
committed and publicly announced decline in monetary growth. The relisble and recognized
performance of this new approach in monetary policy is also expected to lower the level and
volatility of interest rates. Stimulation of output and growth is expected to result on the
other hand from a "lower level of government”. Lowering the level of government involves
two dimensions: it bears on the execution of budget power‘s and the application of police
powers. A reduction of marginal tex rates with & corresponding containment and

restructuring of expenditure programs raises the incentives to work, save and invest. The
redirection in fiscal policy should also eliminate over four years the entrenched budget
deficit. The stimulation of output and growth requires however more than a new approach
to the use of budgetary powers. An overregulated economy impairs the efficient use of our
resources and obstructs innovative developments of new resources. A new approach will also
be required in our regulatory policies. This redirection ought to attend with greater care
end explicit awareness to the social costs (i.e. the human values forfeited) by any kind of
existing or intended regulatory activity.
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0. SOUND AND CONFUSION OF A TRANSITION PERIOD: MONETARY POLICY

A familiarity with objectives and general strategy seems hardly sufficient to assure &
smooth transition to & new regime characterized by a new policy conception and a different
pattern of policymaking. The erratic behavior of our financial markets, so generally
commented upon, dramatically reveals the difficult problems encountered over the
transition period produced by a radical change in policy conceptions. The tactical execution
of the general strategy unavoidably produces in the context of the inherited problems diffuse
uncertainties and shiftirg apprehensions. The "sound and confusion" produced by the
markets' efforts to absorb the new information becomes amplified by the media process.
Changing uncertainties about the detail of the tactical course or about its path over time,
anxieties about the reliability and commitment to the strategy, or an unstable spectrum of
apprehensive and confused interpretations of current events and conditions affect all
markets, but most visibly the financial markets.

Much of the "sound and confusion" reflects a sense of disorientation and doubtful
reservations. Some of this disorientation expresses persistent ignorance, confusion or uncer-
tainty bearing on monetary matters. The market for words and interpretations abounds with
assertions that we hardly know what money is, or that for one or the other reason it is really
impossible to control its magnitude or rate of growth within any useful tolerance band. Both
groups of claims possess however no relevant foundation or justification. The first group
frequently confuses the definition of money in terms of its crucial behavior characteristics

enerally used means of making payment, i.e. comprising any object used with dominant
frequency as & means of settling transactions) with the specification and procedures required -
for its adequate measurement. The behavior of peasants, retailers, workers and of most any
other agents unmistakeébly reveals that they do systematically distinguish between "money"
and "non-money credit”, or between money and bonds or many other assets. The agents' skill
at differentiation between market objects with distinctive characteristics does not resolve
however the measurement problem. Attention to this problem forms an essential strand of
the responsibility assigned to monetary authorities. The Federal Reserve Authorities
increasingly recognized this obligation in recent years. The specification and procedures
have been repéatedly adjusted to represent the innovations produced by the financial
markets. There still remain some problems requiring future attention. But the emergence
of major problems would be signalled by significant breaks in the behavior pattern of the
respective monetary velocity as expressed by trend and veriance around trend (or more
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generally by the nature of its time series structure). We may note that no significant breaks
in the patterns have been observed so far. The controllability of monetary growth seems
sufficiently assured in this context relative to the magnitude of the problem to be addressed.

The other denials of effective monetary control made in the public arena fare no
better. Their suppliers hardly ever appeer to know the accumulated scholarly work
analyzing the structure of the money supply process and the major determinants of observed
money stock behavior. The denials involve ususlly no more than sweeping impressions
unsupported by any analysis or evidence. The reader may examine in contrast the empirical
investigations prepared over the past three years on behall of the SOMC by James Johannes
and Robert Rasche. We also note that the examination of the control problem prepared by
the staff of the Board of Governors essentially confirms the contention advanced over many
years by the SOMC in this matter.

Controllability does not assure its exercise by the authorities. Some Central Banks
fully recognize the technical feasibility of monetary control but find it politically difficult,
for some reason, to pursue such control. The behavior of financial markets suggests that
this political question probably governs the erratic skepticism expressed by agents on the
market place. The behavior of the Fed still encourages doubts about its commitment to a
longer-run anti-inflationary monetary policy. This doubt is nurtured by a tactical procedure
and by arrangements under the control of the Fed lowering the reliable delivery of an
effective monetary control strategy. These reservations are reenforced by apparently
conflicting statements mede by various officials over the past two years. Ultimately, there
is only one solution to this problem: the Fed needs to institutionalize more definitely its
acknowledged strategy of monetary control. In particuler, the doubts and reservations
addressed to the Fed will vanish with the increasing length of time that the Fed adheres to
an effective anti-inflationary commitment of monetary eontrol.

!

0Ol. SOUND AND CONFUSION OF A TRANSITION PERIOD: FISCAL POLICY

The behavior of the financial markets and the related discussions in the public arena
directs our attention however beyond the Fed and the immediate prospects of monetary
policy. Doubts and apprehension about the course of the Federal budget and budgetary
policies appear to dominate the market's erratic drift at the high level of interest rates.
The current phase emerged in a difficult transition to a state with a lower real magnitude of
a balanced budget (relative to nations! income). These objectives of the Reagan
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Administration are not ends in themselves. They are designed to shift resources from tht
public to the private sector and encourage a more efficient use. They will also lowe:
consumption and encourage private investment in productive capital. This change in the use
of our resources with the resulting effects on normal output and normal rate of growtt
essentially determines the Resgan Administration's fiscal strategy. But the strateg)
requires some tactical procedures and the tactical aspects with their public discussion seem
to have obscured the ultimate strategy and its purpose in the public arena. The "supply side
.story” dramatized by the media market contributed most particularly to general confusions
ang irrelevant expectations. It concentrated public attention on tax policies and neglectec
expenditure policies. It conveyed thus a false sense about the real tax burden imposed by
government. It aelso neglected the consequences of & persistent large deficit, or promised
miraculous effects on output growth to be expected just only from lowered marginal income
tax rates.

IV. ALTERNATIVE TACTICAL PROCEDURES OF FISCAL ADJUSTMENTS

The hesitations and reservations were reenforced by the disjointed set of forecasts
published by the Reagan Administration earlier this year. This incoherence between the
forecasts for output, price-level and the monetary evolution was explicitly noted at the
occasion of the meeting held by the SOMC lest March. The Shadow decided at the time to
disregard this set of essentially irrelevant data and invited all interested parties to direct
their attention to the program itself and its consequences. The irreconcilable forecast
patterns supplied by the Administration appeared to emerge from a compromise between
two alternative tactical conceptions submitted to the Reagan Administration's attention.

One conception argued that nominal gross national pruduct should continue to grow for
this and (at least?) the next year at a rate well beyond 10 percent p.a. The rate should be
sufficiently high in order to prevent recessionary effects imposed by a restrictive monetary
policy. A figure of 13 percent p.a. was mentioned in this context. Monetary policy need be
geered to accommodate this target. Substantial tax reductions would stimulate a large
increase in real growth according to the supply side story. Output experiences under the
circumstances an unobstructed opportunity to grow into the range provided by the nominal
expansion assured by an accommodating monetary policy. The accelerated rise in output is
expected moreover to depress the inflation rate point for point. This strategy would also
assure that the "supply side policies” can be executed without endangering the goal of a
balanced budget.
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The alternative conception emphasizes & simultaneous attack on tax rates and
expenditure programs combined with an anti-inflationary monetary policy systematically
lowering monetary growth over four yeers. This proposal recognizes that it probably
involves a recession. The magnitude and duration of this recession is essentially determined
by the degree of credibility ettributed by the market at this stage to the policymakers. A
larger degree of credibility induces more rapid revisions of price-wage setting in response to
‘the announced enti-inflationary policy. And a more rapic revision lowers both the
megnitude -and duration of the temporary retardation of output and employment. Whatever
the retardation may be, it does not obstruct the gradual emergence of the longer-term
supply side responses induced by the reversal in fiscal and regulatory policies. An imbalance
of the budget could persist however for some time under the second approach. Its magnitude
and duration depends on the recession and the nature of the revision procedure in fisca!
policy. A larger recession combined with a concentration of political effort on tax
reductions could credte for some time & substantial deficit. This result does not endanger
the eventually dominating effect of & maintained enti-inflationary monetary policy.

The first procedure essentially assures approximate balance in the budget by
suspending or postponing for years any serious anti-inflationary policy. Budget balence is
achieved by offsetting the nominal reduction in tax rates with the inflation induced "bracket
creep”. But this implies that the reduction in nominal tex rates would not produce &
corresponding reel rate reduction. The intended incentives ano the corresponding stimulus
would hardly materialize under the circumstances. The prevalent skepticism expressed by
the behavior of credit markets with respect to the future course of monetary poliey woulc
moreover be substantially confirmed by this approach. Interest rates would continue in this
case to move erratically for a long time along a high level.

The Administration may have settled for some compromise of the alternative
proposals. It certainly determined quite early in its operation to work with the Federal
Reserve Authorities in order to develop an anti-inflationary course of monetary policy. The
required reterdation of monetary growth is well under way at this stage. It has also
managed successfully the major tax reductions bearing on personal income and business
investments of various kinds. The approach to the expenditure side has been substantielly
less sweepirxg though certainly commendable. This compromise may well have been
unavoideble under the circumstances. It would appear very difficult, if not politically
impossible, to launch a total revision of the budget all at once in one single package. But
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the compromise produces its own problems which. the Administration needs to consider. 1
yields in particuler a large deficit encouraging a variety of fears about the future course o
our financial policies. Some of these fears are poorly founded and somewhat exaggerated
But the fears do include & relevant core. Without a determined effort to contain the
expenditure programs we will experience either & reversal of monetary policy or ¢
nerowding-out™ of the private sector from the capital market of major magnitude. The
objectives of the Reagan Administration are best served under the circumstances by
maintaining_the anti-inflationary stanee in monetary policy and forcefully addressing the
expenditure side of the budget. This need not involve a "social dismantling”, but does
require a resourceful reexamination of the social programs and eventusally a substantial

restructuring of their operation.

V. * THE CHOICE OF A MONETARY STANDARD

A Presidential Commission was appointed earlier this year in order to appraise the
merits of a gold standard. The advoeates of & gold standard argued their case over recent
years- with an increasing intensity. Their program frequently combined the Kemp-Roth
fiscal strategy with a return to the gola standard. This program was motivated by the
erratic social cost increasingly imposed by the government's fiscal and monetary policy. The
Great Depression of the 1930's and the permanent inflation generated over the past 16 years
by our monetary authorities reveal a fundamental flaw in our monetary arrangements.
These mejor social failures of our policy agency were not prevented under the existing
institution of an "independent Central Bank". This institution emerged in response to
pervasive experiences with the political misuse of the Central Banks' money creating
potential. Central Banks offer opportunities to finance expenditures in circumvention of
parliamentary revenue approvals. An independent monetary authority separated from the
government's fiscal operation was supposed to pursue policies in the best long-run interest of
the nation. This independence provided however little guidance to the Central Bank. It
failed moreover to constrain an extended political interaction between an "independent
monetary agency” and a broader political market place. "Independence” could ultimately not
separate & Central Bank from some political interaction so long as the policy agency was
assured any range of discretionary action. It only modified the nature of the political
interaction.
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The lessons from past centuries combined with the social failures in our monetary
policymaking in this century direct our attention once again to the soecial role of a monetary
standard. The Shadow Open Market Committee should thus acknowledge the importance of
such reexamination. It would seem useful at this stage to clarify first the social role of a
monetary standard and secondly to evaluate the performance of alternative standards in the
contexts of the pattern of underlying shocks typieally affecting our economic life.

A standard constrains the "double temptation” encountered by a monetary agency in
the political process. It obstructs the exploitation of money creating potential by the
government for convenient financing of its expenditures. It also constrains on the other side
the "discretionary exploitation" of its powers by the monetary agency. This second
constraint appears at this stage at least as important as the. first bearing on the fiscal
temptation of government. The social failures of our century remind us that we can hardly
expect & policy institution to behave in accordance with our favored social welfare function.

The choice between alternative standards should of course rely on a systerﬂatic assess-
ment of their respective performance characteristics. Such assessment may inereasingly
attract the profession's interest in the near future. This interest would certainly be
welecomed by the Shadow Open Market Committee. A rough comperision between three
standards is outlined for our purposes at this stage. This sketch should really be understood
in the nature of a research program. A fixed exchange rate standard (CEX) is juxtaposed to
a constant monetary growth standard (CMG) and e domestic commodity reserve standard.
The gold standard may appear in this context as a particularly important form of the first
and the third standard, depending on whether the goid standard is an internationel or an
isolated national arrangement.

The various standards differ most particulerly in terms of their respective risk
combinations and the determinacy of the long-run price-level. Under &8 CMG standard the
generally perceived strategy prevents the emergence of fluctuations in real variables due to
misperceived monetary shocks. This statement holds irrespective of short run deviations of
monetary growth from target path, provided the general public firmly expects the long-run
maintenance of the CMG standard. This standard involves on the other side the risk of
fluctuations in real exchange ‘rates with corresponding effects on domestic economic
conditions. The CEX standard lowers the risk of real exchange rate movements with their -
specific real consequences. It accepts in contrast a large risk of substantial veriations in
misperceived or unanticipated short-run monetary growth inducing fluctuations in output,
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employment and the price~level. Under a CMG standard foreign real shocks will be ebsorbed
by the exchange rate. The same real (and nominal) foreign shocks will be convertea under &
CEX standard into accelerations (and decelerations) of the domestic money stock. It follows
under the circumstances that fluctuations in output and employment proceeding in the
context of the CMG standard essentially resuit from domestic real shocks, not amplified by
monetary responses, and adjustments in the allocation of resources imposed by variations in
the real exchange rates induced by foreign shoecks. Under the CEX standard, variations in
‘output and employment are produced by domestic real shocks and the accelerations of
monetary growth, yielding misperceived or unanticipated components of the monetary
evolution, attributable to foreign nominal and real shocks.

Another major difference between the two standards should be noted. The CEX
standard provides no anchor for the price level. Its rules impose a constraint on the inflation
rates within the system but not on the system's price level. The inflation rates may deviate
over time only in response to the operation of real shocks modifﬁng the real rates of
exchange within the CEX system. The CMG standard on the other hand can be explicitly
designed to stabilize the price-level. This opportunity to anchor the price-level, built into
the CMG standard, can be used to determine the benchmark level of monetary growth
characterizing the standard. We note lastly that the CMG standard is not incompatible with
the persistence of pegged exchange rates over wider areas. The reliable adherence to a
CMG standard by & "Central economy”, e.g. the USA, offers strong inducements to other
countries to peg their currencies to the US dollar. An implicit division of responsibilities
will spontaneously emerge under the circumstances. The "central economy” assumes
responsibility for & non-inflationary monetary growth and the "parﬁcipeting nations" accept
respc;nsibility for their respective exchange rates. The formation of such a cluster will
hardly encompass all nations. There may also emerge various regional currenz:y areas
committed to different levels of inflation policies. The important aspect to be emphasized
in this context however is the compatibility of a8 CMG standard with & system of pegged, or
intermittently fixed exchangé rates. |

Our attention turns lastly to a purely domestic gold (or commodity reserve) standard
supplemented with a floating exchange rate, Whatever- the specific form of the arrangement
consistent with the general idea it would involve a relation between the value of the gold
stock and the monetary base. This relation will control money stock and monetary growth in
terms of the evolving behavior of the gold stock and its valyation. This valuation and the
reserve ratio against base money can be used as a policy variable. The base moves under the
circumstances in response to these policy variables and the underlying shocks modifying the
real cost of producing (or acquiring) gold. In order to ensure longer-range stability in the
price-level and minimize unanticipated or misperceived monetary movements affecting
output and employment this domestic version of the gold standard would appear as a clumsy
and expensive version of the CMG standard.
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THE POLITICS OF UNCERTAINTY

Karl Brunner
University of Rochester

L STRATEGY AND TACTICS DURING THE 1870'S AND THE RECORD OF

PERFORMANCE

On October 6, 1979 the Chairman of the Board of Governors of the
Federal Reserve System announced a change in tactical procedures. Monetary
policy was formulated since the later years of the 1960's in terms of & money
demand equation linking money stock (or monetary growth) with the federal
funds rate and the projected value of gross national product. This formulation
served the Fed for two alternative monetery strategies. It could guide a
strategy of interest control but also be exploited, as the Fed maintained, for the
purpose of & monetary control strategy. The tactical operations centered in
either case on the federal funds rate. The two strategies differed essentially in
terms of the role assigned to the federal funds rate. This rate and its expected
relation to other interest rates formed the immediate centerpiece of an interest
control strategy. A monetary control strategy, in contrast, used the federal
funds rate as an instrument producing the desired path of monetary growth.

The formulation organizing the Fed's policy process was thus consistent
with either strategy. It allowed subtle and rapid shifts in strategic emphasis
difficult to recognize by outside observers. The conception was moreover well
designed to protect the heritage of "discretionary policymaking”. It offered an
effective defense against increasing pressures for a commitment to a
predictable policy of systematic monetary control. The analytic framework
provided the appearance of monetary targeting, whenever desired, and still
offered an opportunity to pursue the old conceptions and adhere to the
accustomed pattern of a "discretionary policy". Lastly, it yielded an important

. and useful source for the supply of excuses on the political market. The
consequences of neglecting a monetary control strategy, or of failures in the
actual execution of such a strategy, could always, and usuelly were, attributed
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to unexpected shifts of an essentielly unstable money demand. A poorly
informed Congress and ignorant media could hardly be expected to cope
effectively with such "explanations" advanced by "authority". This policy
conception increasingly operated with an inflationary bias in response to the
political realities emerging over the postwar period. It produced the record of a
rising and erratic inflation accompanied by rising interest rates. This dismal
record was "enriched" by repeated declines of the dollar on the foreign
exchange markets.

. THE APPEARANCE OF A CHANGE IN POLICYMAKING

The international response to the failure of the dollar ultimately forced
the Federal Reserve Authorities to reexamine its policy in the fall of 1979. The
Chairman's statement acknowledged the Federal Reserve's ambivalent strategy
over the past decade. It also acknowledged that tactical procedures need be
modified in order to assure a more reliable monetary control yieldiné more
success in the battle against inflation. The new procedure claims to use non-
borrowed reserves as an instrument directed to the control of monetary growth.

The policy conception corresponding to the new procedure can be
described by an analytic framework consisting of two relations. The first is the
money demand equation which expressed for years the previous strategic and °
tactical situation. But this money demand equation was supplemented with &
reserve equation, relating the sum of non-borrowed and free reserves with
required reserves, The volume of required reserves in any week are
predetermined under current arrangements by the inoney stock ‘prevai]ing two
weeks earlier. The volume of free reserves depends on the other hand on the
current federal funds rate, the Fed's discount rate and the institutions governing
the "discount window". This dependence of free reserves {or essentially.
borrowed reserves) coupled with the predetermination of required resérves by
the past characterize the crucial features of the Fed's "new" poliey conception.
They involve a remarkable revival of free reserves in the Fed's thinking. These -
reserves form according to the new framework a centerpiece in the Fed's
conception of the control process.

The steps required under the new operational procedures may be deseribed
as follows: First, a monetary target need be set. This in conjunction with the
projected value for gross national product determines in the context of the
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money demand equation a federal funds rate consistent with the targeted
monetary growth. This federal funds rate can be fed subsequently into the
reserve relation in order to project the expected volume of free reserves. The
Fed may frequently just extrapolate however the most recent value of free
reserves for their tactical purposes. This expected value together with the
predetermined volume of required reserves determines the required amount of
non-borrowed reserves needed to produce in the average the planned monetary
target.

The new framework and its associated procedures substantially

" strengthens the Fed's political defenses. It defines a control process involving,

in contrast to the earlier tacticel procedure, the possibility of using a reserve
magnitude as an instrument for the execution of control. But this possibility
need not be exploited. The modified framework still allows the Fed to slip into
an interest control strategy or to fall back on the federal funds rate as the
actual instrument of monetary control. These options are all subsumed under
the new framework. It allows thus in particular shifting combinations of
reserve and federal funds targeting. The amended framework introduced after
October 1879 thus serves the political purpose of the Fed even better than the
prior concentration on the money demand equation. It combines the opportunity
to emphasize the possible use of a reserve instrument in the monetary control
process with the actual pursuit of the traditional pattern of a "discretionary
policy" expressed by ambivalent strategies and shifting tactical combinations.
The new framework and ‘the related operational procedure yield thus no clear
promise bearing on the course and nature of monetary policy. It emerged as a
natural evolution of the Federal Reserve's traditional strategic thinking and
tactical executions in response to publie critique and the votes of no confidence
cast by exchange and financial markets. But the very fact that it appears to
offer better and more subtle justifications for the Fed's traditional commitment
to undefined "discretionary policies, flexibility and judgment" should warn us
that the basic problem posed by our policymakers in the Fed persists to this day.

1l. THE FED'S TRADE-OFF THESIS

The framework used by the Fed supplemented by a standard Keynesian
analysis implies that a closer control of monetary growth would have "to be
purchased" by greater variability of interest rates. The Fed traditionally main-
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tained that there occurs a trade-off between the variability of monetary growth
and the variability of interest rates. Two major flaws in the Fed's traditional
analysis condition this view. The response structure of the system is assumed to
be invariant under changes of the policy regime or changes in the behavior
patterns characterizing a Central Bank. Moreover, the shocks operating on the
economic or financial system are usually treated as transitory events. The
implications bearing on a possible trade-off are crucially affected by these
assumptions. A different pattern emerges once we recognize the sensitivity of
behavior patterns governing financial markets to variations in the policy regime
and the operation of shifting mixtures of permanent and transitory shocks. A
credible policy of monetary control, effectively executed and thus lowering
substantially the variability of monetary growth, will not raise under these
cireumstances the variability of new interest rates over the maturity spectrum.
The remaining variability will be understood to oceur as & transitory event and
thus hardly affect interest rates beyond the short end of the yield curve. The
adjustment of financial behavior to this regime can be expected furthermore to
moderate also movements of short rates over periods beyond one or a few days.
Lastly, even a larger variability of daily short rates poses no serious economic
problem when agents fully understood their transitory character. Recent
developments in monetary analysis thus deny the relevance of the Fed's trade-
off thesis.

IV. THE RECORD UNDER THE NEW REGIME AND THE POLITICS OF
UNCERTAINTY

)

The experience made under the Fed's new operational procedure offers
remarkable clues about the fundamental problem afflicting our policymaking.
Two crucial patterns emerged over the past two years contrasting sharply with
the trade-off thesis. We note first that both monetary growth and interest
rates exhibit a substantially' larger variability than in previous periods.
Secondly, the correlation between interest rates over the maturity spectrum
was significantly higher then in earlier times. The Federal Reserve authorities
explained this variability in market rates of interest with the change in tactical
procedures. They add that this varisbility was the cause of the prevailing
uncertainty and confusion exhibited by the financial markets. The causation
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asserted by the Federal Reserve's view thus runs from the shift in operational
procedure over an increased variability of interest rates to more pervasive and
larger uncertainty.

V. AN ASSESSMENT OF THE RECORD OF UNCERTAINTY

The explanation offered by the Fed naturally corresponds to its basic
positions. It also fits well with the usual political defense of "discretionary,
flexible and judgmental policy". It fails however to account for the joint
increase in the variability of both monetary growth and interest rates. The line
of causation argued is moreover difficult to reconcile with the remarkable
correlations between interest rates observed over the whole range of
maturities.

The explanation of recent patterns observed on financial markets does
indeed involve the element of a pervasive and diffuse uncertainty. This uncer~
tainty is however of a very different nature than suggested by the Federal
Reserve Authorities, Our financial markets suffered over the past two years
under an increasing uncertainty about the future course of our financial
policies. The announcement of October 1979 was difficult to interpret
unambiguously. Its meaning remained vague, most particularly when it was
considered in the context of supplementary interpretations offered by various
Federal Reserve officials. By this time agents on financial markets had also
learned since 1965 that all promises of an anti-inflationary policy were usually
broken within a short time. Such promises were usually followed over the
subsequent one or two years by even more prounced inflationary policies. By
late 1979 the credibility of the Fed had already sunk to low levels and the
October announcement deepened the confusion on the markets. The response of
the bond market to the announcement at the time revealed this state quite
clearly.

Subsequent events enlarged the uncertainty and made the markets'
expectation even more diffuse. The increased variability of monetary growth
raised more questions about the Fed's longer-run policy. We frequently hear
that larger accelerations (or decelerations) of the money stock lasting at most

* six months can be disregarded and impose no problem on the economy. In the
absence of credible policymaking larger verisbility of monetary growth
entrénches however the prevalent uncertainty even further. It is this
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uncertainty which fosters the overheated attention to weekly data. Under a
diffuse uncertainty agents grope for every possible clue and sign yielding some
information about the future course of policy. The observed variability in
monetary growth contributed thus to sudden and irregular shifts in the
distribution of expeetations among market agents.

One last element contributed to broaden the prevalent uncertainty.
Speeches by Federal Reserve officials made over the past two years on various
occasions reflected the persistent commitment to & traditional policy
conception attuned to the Fed's political interests. These speeches, most
significantly exemplified by President Solomon's speech delivered in early
January 1982, signal a strong opposition to an effective strategy of monetary
control. The general uncertainty produced by our monetary policymaking as a
result of the history of broken promises, larger veriability of monetary growth
and the often revealed preference for the traditional "discretionary flexibility"
dominated the Abehavior of interest rates over the past two years. The observed
levels and variability cannot be explained in terms of the basic real rate on

~default-risk free securities or the inflation premium. The large real rates
emerging in the.recent past contain a substantial risk premium which hardly
ever entered in the past history of our financial markets. This risk premium
reflects the prevailing uncertainty imposed by our policymakers on the U.S.
economy. This uncertainty explains both the level and the recent variability of
nominal interest rates. Rapidly moving signals and clues watched by market
agents induce shifts in expectational patterns expressed by sudden changes in
interest rates. An array of signals suggesting adherence to an anti-inflationary
policy induces & fall of interest rates over the whole spectrum. A wave of
opposite clues produces rising interest rates. This pattern explains the positive
association observed between monetary growth and interest rates. The market's
behavior essentially denies the assertion that monetary expansions will produce
lower interest rates.

VI. THE ROLE OF THE BUDGET DEFICIT

Our explanation of observed market behavior disregarded thus far the
European's and "Wall Street” favorite villain. It is frequently argued that the
behavior of interest rates is dominated by the budget deficit. The prevalent
argument asserts such a connection irrespective and independent of monetary

12-854 0 - 83 -~ 15



218

policy. But the argument is fundamentally flawed. The budget deficit, per se,
cannot explain the observed behavior of interest rates. One strand of the
argument derives the behavior of interest rates directly from en interaction
between savings and the government sector's deficit. This view is however
inconsistent with the core of economic analysis. Interest rates (or prices) on
the bond and money markets emerge minute to minute from the interaction
between the existing stock of securities and the private sector's stock demand
(i.e. willingness to hold in portfolios). The latter is conditioned by the publie's
wealth and current or expected market conditions. The assessment of future
market conditions substantislly influences and frequently controls the shifts in
the public's stock demand dominating the rapid changes of interest rates. These
expectations are moreover crucially influenced by the public's evaluation of the
future course of financial policies.

Budgetary deficits operate on interest rates under the circumstances not
via any direct mechanism linking savings, investment and deficits, but .via the
public's assessment of future market conditions. This means in particular that
sustained deficits are expected to raise over time the stock of securities to be
absorbed in portfolios. This expectation tends to lower the current price of
bonds and consequently raises the current interest rates. Savings on the other
side raise wealth and expand over time the stock demand for securities. This
tends to raise their expected price and will be discounted partly in the current
price of bonds,

The correction of the prevalent argument bearing on the ‘mechanism
determining interest rates also affects the relevant order of magnitudes. We
need to recognize first. that savings and deficits modify the nominal rate of
interest along the lines traced above by changing the real rate of interest, This
elementary fact should warn us about the fallacy involved in the standard
argument. The latter essentially discounts the inflation premium which
dominated over the past years the average level of interest rates.

We also note that neither the magnitude of last year's deficit nor the
existing real volume of Federal (marketed) debt can explain the observed
nominal rates of interest. The deficit is comparatively smaller (relative to
-gross national product) than in 1975 and the real debt outstanding absorbed in
private portfolios is still smaller than in the 1950's. These facts cannot be
reconciled with the contention of & dominant deficit effect expressed by
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interest rates over the past two years. There is however still the potentially
large deficit of an intractable budget accumulating over the next four to six
years. Suppose that the real Federal debt in the context of & really bad
scenario increases by 70 percent per unit of output over the next three years.
How much would the basic real rate on default-risk free securities be raised as
a result? Such estimates must be advanced with great caution and reservation.
The empirical examinations accumulated over the past decades yield however
no support for assertions claiming increases of the basic real rate by more than
three percentage points. This figure seems already an improbebly large upper
bound on the relevant responses. An increasing volume of research suggests
that the response to the government's financial decisions, given the magnitude
of the budget and the expenditure programs, is substantially smaller. It follows
that the removal of the inflation premium, achieved by a credible and sustained
anti-inflationary policy, would dominate the increase in real rates due to budget
deficits persisting over the next five years. The decisive strand in the future
movements of interest rates is thus the monetary policy pursued by the Fed.

This does not quite exhaust our story bearing on budget deficits. The

increasing uncertainty about the budget contributed and reenforced the uncer-
tainty produced by monetary policy. The financial mearkets became increasingly
apprehensive over the past two years about the future course of our budgetary
policies. We do not know at the moment how much expenditures will be
curtailed or what taxes will be raised. We do not know to which extent "the
inflation tax" will be reinstated as large budget deficits persist. Neither do we
know what combination of other taxes will be fgqvored by Congress. But
different combinations of taxes affect asset prices on capital markets very
differently. The inflation tax raises the inflation premium and a variety of
other taxes affect the gross real rate of interest. A diffuse and shifting
uncertainty about the budget thus contributes directly to the uncertainty about
monetary policy and reenforces the effect of this uncertainty on interest rates.

VI. THE CRUCIAL POLICY ISSUE: THE INSTITUTIONALIZATION OF
UNCERTAINTY
The assessment of the problems confronting us in the recent past and at
the moment directs our attention to the crucial policy issue, We know at this
stage that the Federal Reserve actually has, in the average over the past two
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years, pursued an anti-inflationary course. We never knew it during these past
months, neither did most of the agenis operating on finanecial markets. Nor do
we know at this point in time with any sense of certainty that the Fed will
effectively deliver an anti-inflationary policy. If & large segment knew this
with any sense of .conviction interest rates would behave very differently
indeed. Their behavior is after all the best indicator of the prevalent
uncertainty. So far, the Federal Reserve Authorities made no clear and
unambiguous commitment to a strategy of monetary control coupled with an
effective tactical procedure. Our progress remains under the circumstances, at
the very best, slow and erratie. The transition to & non-inflationary state of the
economy will therefore be associated with comparatively high social costs, the
most important contribution to be made by the Federal Reserve Autherities at
this point in time is a convincing and generally understood commitment to an
effective tacticael procedure for the execution of a strategy of monetary

control. This would be the most useful political measure to remove the burden
of uncertainty on financial markets.” It does not require any Congressional
actions with the uncertainties facing the battle about the budget. The Federal
Reserve Authorities can initiate an institutionalization of monetary control by
their own initiative and political decision.

The Shadow has urged such a policy for almost nine years. If our
monetary authorities had accepted our proposal in 1975/1976 or followed the
recommendations repeatedly advanced by Congress or Congressional
Committees, inflation in the past two years would have been low indeed with
interest rates substantially below 10 percent. But the Federal Reserve
disregarded all these urgent proposals and persisted with a policy producing both
inflation and increasing uncertainty about its course. There is really no excuse
for such a policy. We have formulated our tactical procedure on previous
occasions and the Federal Reserve Authorities know our proposal. The proposal
has moreover been tested over several years by James Johannes and Robert
Rasche. The results of these tests have been published and were also included
every six months in the minutes of the Shadow Open Market Committee. The
record is very clear. It shows that monetary control over one year with a
-tolerance band not more than plus or minus one percentage point is technically
quite feaﬁible. This tolerance band is really quite small relative to the order of
magnitude of -the - problem inherited from past years of monetary
mismt;\negement. Even within the year an improvement over past performance
seems feasible.
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The tactics proposed would require that the Fed set a target path for M-
1B (or M2) lowering monetary growth to a non-inflationary benchmark level
{about 2 percent p.a.) over the next three years. This target path is maintained
by suitable adjustments in the monetary base in the light of the expected profile
for the monetary multiplier linking base and money stock. The studies prepared
by the Federal Reserve Board's own staff establish that monetary control with
an adequate tolerance level relative to the size of the problem is technically
feasible. These studies thus confirmed the Shadow's argument and proposal.
Axilrod, among others, recognizes moreover in the last issue of the Federal
Reserve Bulletin that the monetary base is fully controllable by the monetary
authorities. Any change in the base reflects dollar for dollar actions of the Fed
changing its total assets or modifying its non-money liabilities. Its control over °
its balance sheet determines the Fed's potential control over the monetary base.
the frequent allusion to the proportion of currency in base money outstanding is
thus quite irrelevant in this context.

Beyond the record of the statistical tests presented by the Shadow lies a
mass of evidence from "disinflationary policies” produced by various countries
on different occasions. They all involved in one form or another a radical
change in the regime governing the behavior of the monetary base. Such
changes in regime are quite accessible to the policymakers, if they so desire.
The central issue becomes thus the political will and the political interest of the

Central Bank. But the political market offers unfortunately little appeal to
reveal this interest so directly. The protection of inherited positions end
interests (i.e. discretionary policies) is more effectiyely assured by a supply of
judiciods sounding reservations about monetary control and our proposal in
particular. None of these reservations or objections survives any ecloser
examination. My position paper cannot address however the whole array of
imaginative objections advanced. A few major arguments need to suffice for
our purposes. '

Pederal Reserve officials maintained on repeated occasions that our
procedure anchored by the monetary base involves substantially more slippage
than their tactical procedure developed since October 1979 and centered with
non-borrowed reserves. This statement is particularly remarkable, as it is not
supported by the Board's empirical examination of this issue. The empirical
results p,roqgced. by _Johannes—Rasché established furthermore that the
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instrumental use of the monetary base for purposes of monetary control yields
more reliable results and a smaller tolerance level than the instrumental use of
non-borrowed reserves. We understand of course that our tactical proposal
involves a radical break with the Fed's traditional strategic conception. We
noted above that the tactical arrangements made in recent years should be
understood as a political adaptation to existing pressures with corresponding
adjustments in rhetoric without sacrificing an opportunity for the exercise of
discretionary policies.
Financial innovations including claims about an increasingly unstable or
unpredictable money demand are abundantly cited in arguments opposing
monetary control. Financial innovations seem to make monetary control either
impossible, irrelevant or both. My tentative survey of all these arguments
found little, if any, analytic or empirical support for these contentions. More-
over, these contentions are usually advanced without any reference to the
literature which has actually explored this issue, and apparently without any
knowledge of these scholarly investigations. All the contentions in question can
be expressed in one way or another as statements about the behavior of the
monetary multiplier (i.e. link between monetary base and money stock) or
veloeity (i.e. link between money stock and gross national product). They assert
in particular that financial innovations substantially modified the pattern
exhibited by either multiplier, velocity or both. . Such conjectures are
fortunately assessable in terms of the observed data. The reports regularly
prepared by Robert Rasche for the Shadow, included in all the minutes made
publicly available, present evidence thoroughly disconfirming any essertions
claiming changes in multiplier patterns. This result supports in particular our
view that the Fed's emphasis on money demand shocks is misleading and false.
Whatever money demand has done, there is no evidence in the multiplier
patterns observed until this year that they eroded monetary control. There is
also no evidence supporting President Solomon's (Federal Reserve Bank of New
York) allegations that the relative movements of M-1B and M-2 observed in
1981 describe "actuelly a unique situation”. Robert Rasche shows in his
statement prepared for our current session that the new observations are quite V
_consistent with the patterns observed over previous yeax-s. The last
observations introduce no problem for monetary control. The same multiplier
patterns also demonstrate that many other contentions invoking the Euro~dollar
market or addresing' other phenomena to claim erosion of monetary
controllability are similarly unfounded.
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Consider lastly the renge of assertions claiming radical changes in
velocity behavior. A preliminary investigation based on time series analysis
offers so far no support for the contention of an increasing "looseness” of the
link between money stock and national income. The stochastic term in the
velocity process, i.e. the so-called innovation, exhibits for M-2 velocity an
increase of 10 percent in its standard devision in the 1970's compared to the
1950's. The velocity associated with M-1B shows in contrast a decline of about
30 percent in the standard deviation of its innovation over this period. Lastly,
the standard deviation of the innovation of base velocity declined over the same
period by about 10 percent.

An investigation of the years 1979-1981 usefully supplements our
evaluation. We can compute the probabilities associated with the most recent
observations beyond the sample used to infer the properties of a velocity
process. Very low probabilities under the maintained hypotheses would suggest
that we accept the conjecture of a shift in velocity patterns. We find that the
recent observations of base velocity should be expected one out of ten times
under a maintained hypothesis. The corresponding results are slightly more than
four out of ten times for M-1B velocity end also for M-2 velocity, These

probabilities offer no support for the dramatic assertion about the changes in

velocity behavior. These results do not deny the occurrence of financial
innovations, but their effects on various aspects of the velocity process may
hardly justify the reservations and objections voiced without much supportive
evidence. The tentative and preliminary evidence suggests no problems for
monetary control beyond the range of our experience. There is, once again, no
substantive reason for the continued refusal of our monetary authorities to
commit their policy to a predictable and effective strategy of monetary
control. We have experienced the consequences of their game for the past
decade and the most recent two years, The American public surely deserves
better service.
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MILTON FRIEDMAN

beFederal Reserve System is cridicized
by some for being slavishly monetarist;
by others, myself included, for not follow-
ing a monetarist policy. How come?
“Monetarism™ has two very different as-
pects: as scientific analysis, and as 2 pre-
scnpuon for pohcy

ism is a

Defining ‘Monetarism’

after October 1981, the recession probably
bottomed in April 1982 and we are now in
the early scages of an expansion.

Because pricesare sticky, faster or slower
monctary growth initially affects output
and employment. But these effects wear off.
After abort two years, the main effect is on
inflaion. For example, the quantity of
money (as measured by M.—cunmcy plus

grew at an-
nualrncsof:l 5.0, 6.2 and 7.3 percent
from 1960 to 1965, 1965 to 1970, 1970 to
1975, and 1975 to 1979. In corresponding
periods (t%o years later) inflation, as meas-
ured by ths consumer price index, was 2.0,
4.6, 7.7 and 10.7 percent. From 1979 to
1981, mopetary growth slowed to 6.7 per-

new term for an old cmpi.riml
ﬁnnknnwuns!hequmutytheoryofmoney

Thekeystone of the quantity theoryxs the
distinction between the nominal quantity of
money (the number of dollars held as mon-
¢y) and.the real quantity of money (the
volume of goods and services that number
of dollars will buy). Its central insight is that
the nominal quantity of money is deter-
mined by the monetary institutions and au-
thoritiess—cnrrently the Federal Reserve
Systern in the United States—but the real
Guantity of money is determined by the
bolders of money. Changes in the nominal
quantity of money have important effects
on output and employment in the short run;
on prices in the long run.

Faster monetary growth tends to be fol-
lowed after some threc to nine months
by economic axpnnsion; slower monctary
growth by economic contraction. For ex-
ample, monetary growth speeded up after
April 1980; an started

In a scientific

sense Karl Marx
was a monetarist,

and so are Russia’s
central bankers today.

cent—and inilation fell from 1981 to 1982,

Faster monetary growth initially tends to
reduce interest rates. However, after some
months, the effect is reversed. As a result,
continoed high monetary growth means
high interest rates; continued low monetary
growth m=ans low interest rates.

It is important to emphasize also what
monetarism is not. It has little to say about
fiscal policy, government policy toward in-
dustry or the long-term rate of growth of the

in J uly 1980 Monetary growth slowed after
April 1981, and a recession started in July
1981. Monetary growth speeded up again

y. Bad monetary policy can destroy

ahealthy economy but good monetary poli-

Cy cannot by itself cure a sick economy.
These statements about facts bave no

ideological coatent. In this scientific sense.
Karl Marx was a monetarist and so are the
bankers in Russia and China today.

Prescription for Policy: These finclings
mean that short-term changes in mon=tary
growth, at the right time and of the ngh:
amount, could offset other forces makin g for

ion or and s0 p
economic stability. In practice, that has not
worked. Whether because we do not know
enough or because political and administra-
tive pressures have intervened, uctuations
in monetary growth have been wrongly
timed 2nd of the wrong magnitude—creat-
ingamajor source of instabiliry. In addition.
monetary growth has been much 100 high.
producing our seriousinflation problem.

Like many other monetarists, I have con-
cluded that the most important thing is to
keep monetary policy from doing barm. We
believe that a steady rate of monetary
growth would promote economic stability
and that a moderate rate of monetary
growth would prevent inflation.

But these are precisely the respects in
which Federal Reserve practice has depart-
ed from the monetarist prescription. Since
the Fed adopted monetarist rhetoricon Oct.
6, 1979, monetary growth has been more
volatile than in any comparable preceding
period and has averaged 62 percent, no:
much less than the rates of growth tha:
brought double-digit inflation.

Can the Fed produce steadier monetary
growth? Can it gradually lower monetary
growth to end inflation? The monetaris:
answer is clearly yes. By changing its oper-
ating procedures and the rules and reguta-
tions it enforces on banks, the Fed couid
match its actions to its rhetoric. It has just
taken the first step in that direction by
deciding to replace lagged with contempo-
raneous reserve requirements. That may be
a hopeful augury for the furure
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BROWN UNIVERSITY HERSCHEL I. GROSSMAN
Providence, Rhode Island 02912 Merton P. Stoltz Professot in the Social Sciences
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August 16, 1982

Senator Roger W. Jepsen
Joint Economic Committee
Congress of the United States
Washington, DC 20510

Dear Senator Jepsen:

In response to your letter of August 5th, enclosed
are copies of two recent shurt articles, one by Herbert
Stein and one by myself. I think that these articles
effectively address the substantive issues that you
raise.

Yours sincerely,

A

Herschel I{J/Grossman
HIG:mem
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Ministry of Finance and the National Bureau of Economic Research,
Tokyo, July 19 and 20, 1982.
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The alleged evils of fiscal deficits are a popular theme in
American political rhetoric. 1In-Congressional debates, the size
" of the federal budget deficit always generates considerable heat
and political posturing. In presidential elections, the party
out of power regularly uses budget numbers to indict the party in
power for fiscal irresponsibility. 1In 1976, candidate Carter
attacked President Ford for allowing large fiscal deficits and
asserted that a Carter Administration would balance the Federal
budget. In 1980, candidate Reagan attacked President Carter for
allowing large fiscal deficits and asserted that a Reagan
Administration would balance the Federal budget. Even back in
1932, candidate Roosevelt attacked President Hoover for allowing
large fiscal deficits and asserted that a Roosevelt

Administration would balance the Federal budget.

Belying the admonitions of candidate Reagan, both the Office
of Management and Budget and the Congressional Budget Office
early in 1982 projected deficits in the Federai budget over the
next few years exceeding $100 billion annually. In light of
American political tradition, it is not surprising to see
Washington political circleé quickly focus on these numbers as
the most worrisome aspect of current economic policy. This
latest outcry, however, involves a substantial shift away from
the usual claim that budget deficits bear primary responsibility
for inflation. With inflation declining rapidly, this indictment

looses its prima facie appeal.

Recent expressions of concern instead emphasize other
alleged bad consequences of fiscal deficits. Many commentators,
mainly former public officials and former government economists,
warn that large fiscal deficits depress capital formation and
tﬁereby retard prospective improvements in productivity and

future economic growth.

Most of the political debate, however, does not take this
long-run perspective on the effects of fiscal deficits.

Politicians tend to be concerned mainly about the immediate
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economic situation. In this spirit, many public officials of
both parties, as well as some government and business economists,
express serious concern that current fiscal prospects are
inhibiting "economic recovery"™ and, in wilder moments, suggest
that reduction of anticipated fiscal deficits is both necessary

and sufficient for this "economic recovery".

These claims have caused academic ecdnomists to bemoan yet
again the confused and fickle nature of popular impressions about
economic policy. Are these politicians claiming that budget
deficits can worsen and prolong a recession? If so, they
apparently have not learned the basic lessons that convéncionél
macroeconomic analysis teaches about fiscal policy. They seem as
misguided'as the presidential candidates were in the election of
1932, mindlessly blaming fiscal deficits for anything that goes

wrong in the economy.

Two misunderstandings seem to underlie both the popular
discussion and the attendant confusion about the relation between
fiscal policy and the current economic situation. One
misunderstanding involves the basic causes and the effects of the
current recession. The popular discussion does not fully
appreciate that the.current recession is'}argely an unavoidable
side effect of a deliberate tightening of monetary policy aimed
at reducing the entrenched inflation that had built up during the
1970's.

Both economic analysis and historical experience imply that
to reduce the actual inflation rate below the inflation rate that
people have already come to expect, monetary and fiscal policy
together must become sufficiently réstrictive to depress
aggregate demand for goods and services below aggregate supply.
In the current gituation, although fiscal policy has been
séimulating aggregate demand, monetary policy has been tight
enough to-have a dominant disinflationary effect. Unfortunately,
a net contraction of aggregate demand also produces a recession '
in aggregate economic activity. Both the rapidity with which the

inflation rate declines and the amount by which aggregate
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economic activity falls below its normal trend depend directly on

the net tightness of monetary and fiscal policy.

This analysis implies that the recent sharp reduction in the
inflation rate is directly related to the severity of the current
recession. The recession, of course, need only be a transitory
aspect of the disinflation process. 1f monetary and fiscal
policy together remain consistent with a reduced long-run
inflation rate, as the actual inflation rate declines and
inflationary expectations adjust to this new reality, the
economy's natural processes of recovery work to restore aggregate
demand and to bring aggregate economic activity back to its
normal growth path. The length of time that this full sequence
of recession, disinflation, and recovery takes depends on the
structural characteristics of the economy that Jdetermine the
responsiveness of inflation to dggregate demand and on the
rapidity with which inflationary expectations decline. These
dynamic factors are neither well understood nor easy to
predict. It is clear, however, that an attempt to speed up the
recovery by shifting back to a more expansionary combination of
monetary and fiscal policy risks generating a resurgence of

inflation.

The early official projections of the Reagan Administration
envisaged only a gradual and modest reduction in inflation and
only a brief and mild accompanying recession. Both the recent
large decline in inflation and the severity of the current
recession reflect inability to make reliable macroeconomic fore-
casts and to manage aggregate demand with any degree of
precision. As the recession has worsened, however, the Reagan
Administration has welcomed the rapid reduction in inflation and,
in a departure from the behavior of its predecessors, has not
pressured the Federal Reserve to loosen monetary policy in order
to stimulate aggregate demand. . The Administration has supported
continued ;estriction pf the growth of monetary aggregates as
necessary to avoid a éoséible reversal of the gains against

inflation already achieved.
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This discussion suggests three main points. FPirst, even if
the severity of the cutrentArecessions was unexpected, its main
cause, tight pmonetary policy, is no mystery. Second, if the
Reagan Administration and the Federal Reserve were willing to
relax or to abandon the objective of a long-run reduction in
inflation, they could reverse monetary policy and stimulate
aggréqate demand enough to produce rapid improvement in aggregate
economic activity. Third, the controlling factor in the current
economic situation is that the Administration and the Pederal
Reserve apparently have made a deliberate decision not to follow
this course. Instead, they seem prepared to wait out the painful
natural adjustment process necessary to achieve sustaingd non-

inflationary economic growth.

This commitment to keep monetary policy as tight as
necessary to rule out a resurgence of inflation means that other
factors, such as current and prospective fiscal policy, cannot
have more than a minor effect on aggregate demand and economic
activity. The current recession is an essential part of the
process of disinflation and' the objective of sustained

disinflation is the true obstacle to rapid economic recovery.

A qecond misun&etstanding about the.relation between fiscal
policy and the current economic situation results from a
difference between popular and academic perceptions of the
current recession. The official arbiters of the NBER define a
recession in terms of measures of aggregate economic activity.
The impact of the current recession across industries, however,
appears to be unusually uneven. The markets for housing angd
consumer durables, especially automobiles, are especiaily
depressed, whereas activity in other sectors, especially,

services, has held up much better.

Popular concerns about the current recession concentrate on
the weakness: of demand in the depressed sectors. Politicians are
understandably more sensitive to distress expressed by con-
stituents whose‘livelihood come from these sectors than to

abstract measures of aggregate economic activity. Given this



231

narrowly defined perception of the maladies that the current
recession represents, the claim that fiscal deficits are

inhibiting recovery makes some sense.

Fiscal deficits put ﬁpward pressure on real interest rates
and other measures of the cost of capital and, accordingly, tend
to depress investment demand. The immediate effect of the
current fiscal situation on real interest rates has been
especially pronounced both because monetary policy has tightened
to offset the inflationary effects of the federal fiscal deficit
and because the recent liberalization of investment tax credit
and depreciation rules has given an offsetting stimulus to demand
for investment in plant and equipment. In addition to making
interest rates higher than monetary policy and the size of the
fiscal deficit alone would seem to require, these changes in tax
rules have shifted the bulk of the depressing effect of fiscal
deficit to other forms of investment, like housing and consumer
durables. Thus, it seems correct to say that fiscal policy is
responsible for the unusually uneven inter-industry impact of the
current recession and, specifically, for the especially depressed

state of the housing and consumer durables sectors.

The popu}ar discussion recognizes correctly that reductions
in current and prospective fiscal deficits, brought about by a
combination of decreases in government expenditures and increases
in taxation, would help these depressed sectors. A reversal of
the tax stimuli to investment in plant and equipment would be
especially useful in this regard. What the popular discussion
overlooks is that such changes in fiscal policy themselves would
produce a combination of decreases in government purchases And
decreases in private demands for goods and services and,-thus,
only would shift the burden of the recession to other sectors.
Even worse, with no chanqé in monetary policy, these decreases in
éggregate demand, associated with higher taxes and reduced
government expend}tures, probably would outweigh the immediate
increase in tétgi investment demand zesu1t1n§ from reduced fiscal

deficit., The net effect on aggregate economic activity would be
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negative., The key factor-in this outconme is that lower interest
rates would cause asset holders to try to increase their money
balances and, thus, to reduce the velocity of circulation of the

given monetary aggregates.

To sum up, although a decrease in real interest rates will
be one aspect of the economy's natural processes of recovery from
the ;ecession, and although a reduction in the fiscal deficit
would cause real interest rates to decline, it does not follow
that expenditure decreases or tax increases would cause aggregate
economic activity to revive. An analogy may be instructive. As
a painful wound heals, the pain eases. Ssufficient intake of
alcoholic beverages also produces a feeling of no pain. It does

not follow, however, that getting drunk promotes healing.

It is, of course, possible that the Federal Reserve would
loosen monetary policy somewhat to offset the probébly depressing
effect of a tax increase or expenditure reduction on aggregate
‘economic activity. But, as stressed above, as long as monetary
policy remains committed to tight control of aggregate demand in
the interest of disinflation, aggregate economic activity cannot
increase except through the economy's natural process of
recovery. Although fiscal policy can influence the location of
the pain associated with the current reiession, the recession
itself is a result not of fiscal deficits, but of the apparent

commitment to achieve a long-run reduction in inflation.
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Problems in the Conduct of Monetary Policy

Rerbert Stein

Summary

The unique and essential contrib of tary policy
to good performance of the economy is to make the value
of money predictable. That means 1o make the price level
predictable, which as a practical matter requires a stable
and low—ideally zero—rate of inflation. That is all
monetary policy can do for-us. There are many problems
monetary policy cannot solve; if they can be solved at
all, thev have to be solved by something else. But
predicability of the price level would be an immense
contribution to good performance of the economy, and
nothing else can deliver that if monetary policy does not.

The instrument by which monetary policy operates on
the price level is the quantity of money (or, more imme-
diately, open-market operations, discount rates, and
reserve requirements that control the quantity of money).
The quantity of money is not an end in itself. We seek the
behavior of the quantity of money thar will yield the
desired behavior of the price level. A long-run connection
between the quantity of money and the price level is well
esiablished. The connection is not, however, consiant in
the short run, permanent, or predictable—precisely. The
problem is how to deal with the looseness of this connec-
tion. A1 une extreme is the idea of freezing the rate of
gcrowth of the quaniity of money “forever,” recognizing

that some unprediciable variations of the price level -

would remain but expecting those 10 be less than under
aliernative systems. At the other extreme is the idea of
accepting the goal of stabilizing the price level and
leaving it up to the monetary authority to adjust the quan-
tity of money as it considers appropriate to achieve that
goal. Neither extreme is satisfactory. Even the most
devout monetarist would probably accept the fact that
changes in the state of the economy could make adher-
ence 1o the chosen rate of monetary growth unsuitable.
Complete flexibility in the management of the quantity of
money, however, even with a commitment to stabilizing
the price level, expases the system excessively to uncer-
tainty, errors, and political pressure. The need is to find
some intermediate position that would make room for
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pling tary policy to strong evidence that the

appropriate rate of monetary growth has changed without
opening the door to destabilizing and politically moti-
vated vacillation. That is what the Federal Reserve seems
to be groping for in assuring the country both of its firm
intention 1o stick by its money supply targets and of its
willingness to change those targets or depart from them if
the evidence of the need is very great.

Thedifficulty of defining the proper monetary policy is
exceptionally great today because we are not in the posi-
tion of attempting to stabilize an existing low rate of
inflation but are in a process of trying 1o reduce an infla-
tion that is too high. We do not know what is the best rate
at which 1o do this, and we do not know how the relation
between the money supply and the price level might differ

from the past relation during this unusual transitional

“The quaniity of money, despite what seems 10 be implied
in monetarism, is not a basic objective of policy. Some
people have jumped from this fact to the conclusion that
no attention should be paid 10 the quantity of money.”

period. In my view the growth of the money supply since
late 1979, when the present anti-inflation effort began,
has been close to what one might have desired to achieve
the necessary transition 10 a noninflationary world, and
the consequences for real output and employment have
been about what might have been expected as the byprod-
ucts of that transition. There are two questions about this
experience with disinflationary monetary policy. First,
the velocity of money—the ratio of GNP 1o the quantity of
money (M1)~ has fallen unusually far below its trend in
the past three quarters. Does this mean that velocity will
remain significanily lower than past experience would
sugges!, in which case money should be made to grow

The AE! Economist / 1
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more rapidly? Second, docs the recent raie of unemploy-
menl indicate that monetary policy is aiming a1 too much,
reduction of the inflation rate and that we can and should
“setile” for an inflation rate close ta what it is now—

This has been a year filled with criticism of monetary
policy. There have been complaints that monetary
policy is too loose, 100 tight, or too volatile. There have
been complaints thatitis focused too much or too little
on the monetary aggregates. This is not surprising.
Now that monetary policy is considered the main

“Ifitistruethat weare not really interested in the quantity
of money, it is also true that we are not really inierested in
the price of gold or in the price of a basket of a limited
number of homogeneous commodities. Those prices are
of interest to us only insofar as making them prediciable
contributes to making the price level prediciable.”

determinant of the economy’s performance, it is
naturally blamed for every failure of that performance
to match our expectations—and such failure, in greater
or less degree, will always be detectable.

What is missing from the current discussion is any
articulation of how monetary policy should be con-
ducted and what can reasonably be expected from it.
This is obviously a logical prior requirement for
judging the pastand prescribing the future of monetary
policy. The purpose of this essay is first 10 give my view
of what is known and not known about the conduct of
monetary policy in general and then to see what light
that throws on recent performance and near-term
options.

The General Strategy of Monetary Policy

The primary objective of monetary policy is to make
the value of money predictable, which means to make
the purchasing power of money, or the price level,
predictable. The quantity of money, despite what
seems to be implied in monetarism, is not a basic objec-
tive of policy. Some people have jumped from this fact
to the conclusion that no attention should be paid to
the quantity of money. Instead, since the main objec-
tive is to make the price level predictable, they would
proceed directly to a policy of stabilizing the price of
some “thing,” by standing ready to buy or scll it ata
fixed price. This thing in most formulations is gold. But
since the report of the Gold Commission tarnished
gold more than a little, interest has revived in the idea
that the thing should be a basket of commodities,
tike tin, copper, wheat, oil, and so on.
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perhaps around 6 percent? | believe that the answers 1o
botli of these questions are negative, but they are not
questions that can be answered with a high degree
of centainty. .

It is, however, 100 big a jump to conclude from the
fact that the main objective is predictability of the price
level that the quaniity of money can be disregarded.
The point is that policy with respect to the quantity of
money is important and useful insofar as it is important
and useful in making the price level stable. If it is true
that we are not really interested in the quantity of
money, itis also true that we are not really interested in
the price of gold or in the price of a basket of a limited
number of homogeneous commodities. Those prices
are of interest to us only insofar as making them pre-
dictable contributes to making the price level predictable.

In fact, the distinction commonly made these days
between price and quantity rules for mqnetary policy is
a distraction from the main issue. The monetary
authority cannot avoid controlling the quantity of
money. The question is, By what criterion should it
control the quantity of money? Should the quantity be
enough to keep the exchange rate between money and
gold or some other thing constant? Or shouid the quan-
tity be determined by some other rule, such as that it
should grow by 3 percent per year?

The recent discussion of stabilizing the price of gold
or of some short list of commaodities has not established
the merit of such a policy. But it has directed attention
1o the standard by which we should judge any mone-
tary policy, including a policy of stabilizing the growth
rate of the quantity of money. That is, the discussion
has reminded us that stabilizing the growth rate of the
money supply is not an end in itself but has 1o be judged
by its contribution to something else.

To say that the main objective of monetary policy (at
leastin “the long run,” that escape hatch of economists)
is to make the price level predictable does not imply
lack of concern with the “real” side of the economy—
output, employmert, and unemployment. The impli-
cation is that predictability of the price level is the
maximum contribution that monetary policy can make
to the real side of the economy. If the future value of
money is known to employers and employees, to bor-
rowers and lenders, when they enter into arrangements
for emplioyment or credit, the expectations they had
when they made those arrangements will come true, at
least as far as the value of money is concemed. They
will find themselves supplying the amount of labor or
employment or credit that they knowingly and will-
ingly agreed to supply, which is the maximum amount
that they should or in the long run will supply. If, for
example, workers and employers agree on wage con-
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tracts that assume prices will rise by 10 percent per ycar
and they do not actually rise by that much, employers
will be unable to employ ali the workers they expected
to employ. and there will be unemployment. If prices
rise by more, workers will not get the real wages they
expected, and there will be disappointment, dissatis-
faction, and strife as they scek correction.

The system works best if people get the real values
they bargained for; since bargains are made in dollars,
the system works best if people know in advance what
the dollar is going to be worth. Giving priority to mak-
ing the price level predictable constitutes a change
from what would have been the common attitude ten
years ago. Then economists and policy makers would
have given equal or greater weight to “full employ-
ment” as the goa! of monetary policy. But this has been
seen to be a self-defeating policy. How much unem-
ployment was full employment—whether 4 percent or
5 percent or 6 percent—was never known, The goals for
unemployment were always set unrealistically low, for
clear political reasons. The attempt toreach these goals
caused and relied on an accelerating inflation, which
could only be effective in reducing unemployment
while it was unexpected. If the inflation continued to
accelerate. it could not continue to be unexpected. In
the end the acceleration would have to stop, and unem-
ployment would rise, probably higher during a transi-
tion period than it would have if the inflationary proc-
ess hud never been started. As far as monetary policy
is concerned, the proper employment objective is
whatever level of employment the markets generate
when the price level is predictable. Other policies, such
as training. may of course be used inan attempt toraise
that level of employment.

The objective specified here—predictability of the
price level—is both more and less than stability of the
price level. Stability would not be sufficient by itself if
the stability was not predictable, although long con-
tinuation of stability would almost certainly lead to the
correct prediction of stability. Stability would not be

necessary if some other pattern could be predictable.

The economy ceuld work with an accurately predict-
able 10 percent rate of inflation or a 2 percent rate of de-
flation or with annual alternations between the two. It
is extremely unlikely, however, that any such pattern
could be firmly predicted. There would be no way to
explain the choice of such a pattern except as a conces-
sion to some expedient, and that would lead to a belief
that the pattern would be sacrificed to some future
expedient. Thus, as a practical matter, predictability of
the price level probably requires something close to
stability of the price level.

A special problen exists when, as has recently been
our case, we start with an inflation rate that has been
high for some time. On the one hand, the more

promptly the inflation rate was reduced to a negligible
jevel, the more certain would be the predictability of
the price level. On the other hand, the more rapid the
decline of the inflation rate, the more people who
counted on continuation of the past inflation rate
would be disappointed and hurt, with damage to the
economy as a whole. There is no objective way tostrike
the optimum balance between these two considera-
tions. This is a crucial aspect of our present situation,
and I shall return to it later.

If this problem of the transitional rate of inflation is
set aside, a formal schema for arriving at monetary
policy may be described as follows:

Suppose that the objective is to stabilize the rate of
inflation at zero. Then:

1. If the normal growth of real output (the growth
that would occur if the price level were stable) is steady
at 3 percent per year, the required growth of nominal
GNP is 3 percent per year.

2. If the velocity of money (the ratio of nominal
GNP to the money supply) rises steadily at 3 percent
per year, the required growth of the money supply per
year is zero.

3. If the money multiplier (the ratio of the money
supply to the monetary base—the sum of currency and
bank reserves—which is what the Federal Reserve
controls) is constant, the required growth of the mone-
tary base per year is zero.

These propositions are simply matters of arithmetic.
If the three assumptions about normal real growth,
velocity, and the money multiplier were correct, we
would have the best of ali monetary policy worlds. One

“The system works best if people get the real values they
bargained for; since bargains are made in dollars, the
system works best if people know in advance what the
dollar is going to be worth.”

could announce a highly specific rule of monetary
policy, a rule that the Federal Reserve would be able to
carry out and for which it could be held responsible.
“That rule would be to keep the monetary base constant.
If that was accomplished, the price level would be
constant.

The rub, of course, is that the three assumptions are
not literally and precisely correct. The normal growth
of real output, the velocity of money, and the money
multiplier are not among the natural constants, like the
speed of light. They vary, unpredictably, in both the
short and the long run. Freezing the instrument of
policy—the monetary base—would leave the price
level unpredictable to the extent that the other condi-
tions were unpredictable. To make the price level
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predictable would require that the instrument -be
varied to offset variations in normal output, velocity,
and the money multiptier—meaning, of course, that
the variation of the instrument would have to be cor-
rect. If the variation was incorrect by more than a
certain amount, the price level would be more unstable
and unpredictable than it would be if the instrument
had been frozen.

Faced with this dilemma, some students of this ques-
tion have opted for freezing the instrument, or coming
close to it. Milton and Rose Friedman, for example,

“The Federal Reserve may be visualized as trving to tread
a narrow path between a rigidiry that would have been
unsustainable—for political reasons if for no other—and
an opportunistic flexibility that would only further
validate skepticism about the seriousness of its intention
to reduce inflation.”

have proposed a constitutional amendment requiring
that annual changes in the monetary base be confined
to 3 to S percent per year. (They say that drafting an
amendment in the monetary field is difficult because
“it is so closely linked to the particular institutional
structure.”) Others would only give the Federal
Reserve a mandate 1o stabilize the price level, leaving
them free to use their monetary instruments for that
purpose as actual and forecast conditions dictate.
There is great attractiveness to the idea of some
intermediate position, in which the growth rate of the
money supply or the monetary base neither would be
locked in forever nor would respond to every passing
statistic or political wish. One suggestion in this field,
by William Feliner, is that the growth rate of the money
supply should be fixed for the duration of a business
cycle, on the basis of what the velocity of money had
been in the previous business cycle.' This would pro-
vide an objective way of adjusting the growth rate of
money to changes in the trend of velocity without at-
tempting to offset shorter-run changes of velocity.
Another possibility would rank the targets and in-
struments of monetary policy according to their
degrees of fixity and flexibility. The administration and
the Federal Reserve would agree on and announce a
long-run target path for the behavior of the price
level—presumably, after the present transition, essen-
tial stability. They would agree on and announce a tar-
get path for nominal GNP for a period of five years, a
path believed to be consistent with the longer-run
target path of the price level: The Federal Reserve
would announce each year its target for the money

VeCriteria for Useful Targeting: Money versus the Base and Other
Variables,” Journal of Money, Credit, and Banking, in press.
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supply, a target believed (o be consistent with the five-
year path of nominal GNP. Such a procedure would
give the private sector a clear statement of the govern-
ment’s intentions and provide some protection against
cumulative inflation. It would also fit with the require-
ments of budget making. which now call for five-year
economic projections as the basis of five-year budget
projections. This procedure would permit the adminis-
tration to show how the budget would come out if the
economy moved along a path that the administration
and the Federal Reserve agree is feasible and desirable
and that the Federal Reserve will try to achieve. That is
the relevant calculation to show whether the budget
policy is the desired one. Tax and expenditure pro-
grams that would yield the desired budget outcome (a
balanced budget. for example) only under economic
conditions that are not feasible or that the Federal
Reserve will not try to achieve are not satisfactory pro-
grams.

As compared with previous Federal Reserve strate-
gies, the policy initiated in October 1979 was a step in
the direction of commitment, with respect both to the
instruments and to the objectives of poticy. More em-
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phasis would be placed on achieving the annual targets
for monetary policy and on the gradual reduction of the
targets. And the Federal Reserve has declared itself
more single-mindedly devoted to reducing the infla-
tion than it has been in the past. These statements, the
execution of policy, however irregular, and the support
of the administration, however vacillating, have in-
creased the credibility of the anti-inflation effort and
contributed to its success.

The policy does, however, imply much less commit-
ment to either stability of monetary growth or stability
of the price level than is entailed in the strategies dis-
cussed above. The annual targets for the money supply
specify a fairly” wide range of permissible growth
rates—typically a range of three percentage points, as
from 2'2 percent to 5% percent—and there is noindica-
tion of the considerations that would cause the Federal
Reserve to operate at one end of the range rather than
the other. Ranges are set for several different measures
of the money supply, leaving uncertain what policy
would be if the measures diverged. The possibility is
left open that money growth for the year might be out-
side the target range, and uncertainties about the year-
to-year behavior are increased by large departures from
the targe! range during the year. Moreover, the fact that
targets are set for only one year at a time leaves
questions about the Federal Reserve’s longer-run in-
tentions. These uncertainties about the behavior of the
money supply are not much compensated for by the
commitment to reducing inflation because there is no
commitment to reduce inflation at any specified rate.

Critics of the policy complain that the Federal
Reserve has missed the opportunity to resiore
credibility and predictability. They have not achieved
even as much credibility as their actual, and probably
as their intended, policy deserves because they have
not enunciated their policy with sufficient firmness and
precision. As a result inflationary expectations have
not subsided as rapidly as they might have, and the
whole disinflationary process has been more difficult
than it need have been.

The Federal Reserve has also been criticized, how-
ever, for being too rigidly and dogmatically committed
to its money supply targets. This is said to have pre-
vented it from responding to changes in economic con-
ditions, which have shown up in a sharp increase in the
demand for money, and therefore from preventing
an excessive rise of real interest rates and of
unemployment.

A possible justification for the policy followed since
October 1979 is that in the transition to a lower rate of
inflation both the path of velocity and the feasible path
of the price level are extremely uncertain. A precise
commitment about either the path of the money supply
or the path of the price level might have been impossi-

“ble to keep. Arguably, to have made precise commit-
ments that were not kept wouid have been more injuri-
ous to the credibility of policy and the predictability of
the price level than to have been vaguer and more flexi-
ble from the outset. The Federal Reserve may be visu-
alized as trving to tread a narrow path between a
rigidity that would have been unsustainable—for polit-
ical reasons if for no other—and an opportunistic flexi-
bility that would only further validate skepticism about
the seriousness of its intention to reduce inflation.

What was, or would have been, the correct strategy
we may never know. Some light may be thrown uponit,
or at least the relevant questions may be clarified, by
looking more closely at the experience of the recent
past, to which we now turn.

Monetary Developments—1979 to 1982

To evaluate the current stance of monetary policy,
some standard is needed other than “Do we like the
present state of the economy?” There is no monetary
policy that guarantees happiness, esperially happiness
at every moment. The standird we need is a monetary
strategy that, carried out consistently over a long

“To evaluate the current stance of monetary policy, some
standard is needed other than'Do we like the present siate
of the economy?’ There is no monetary policy that guar-
antees happiness. especially happiness ai every momeni:”

period, promises on the whole, not moment by
moment, a more satisfactory performance than other
possible slrategies. What we should ask about the cur-
rent stance of monetary policy is whether it conforms,
to such a strategy.

For this purpose I propose to describe whatseems to
me a reasonable strategy to have adopted in October
1979 and to compare recent policy with it:

During 1979 the GNP deflaior rose by 8.6 percent, and
nominal GNP rose by 11.7 percent. It is imperative to
initiate and to carry out a process that will reduce
inflation to a low rate, say 2 percent. The normal growth
rate of real output in a noninflationary world might be in
the neighborhood of 3 percent. Thus the growth raie of
nominal GNP shouid be 5 percent. How quickly should
that decline be achieved? There are people who think it
should be done immediately, cold rurkey. But that risks
stariing a cumulative depression that could get out of
hand. To put the reduction off too long, however, would
raise doubts about whetherthe intention to achieve it was
serious. Five years seems a reasonable intermediate
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period. It has the incidental advantage of reaching the
targei by the end of the next presidential term, which
should put some pressure on the president 1o help achieve
it since he will be measured by success in this respect.

What the optimum path for nominal GNP from 11.7
percent at the end of 1979 to 5 percent at the end of 1984
would be no one knows. In the absence of information,

the safest course is to aim for a smooth path.

How much growth of the money supply is required to
yield that path of inal GNP will depend on the
behavior of velocity—1he ratio of nominal GNP 10 the
money supply. In the ten years 1969-1979 velocity (of M)
rose by 3 percent per year on the average. This same rise
will be assumed for the next five years. In combination
with the prescribed path for nominal GNP, this tells how
the money supply should grow. The rise of velocity will, of
course, not be steady at 3 percent from quarter to quarter.
It will fluctuate as it has in the past, for a variety of rea-
sons. Fluctuations of velocity will cause departures of
nominal GNP from its desired path, in either dircction.
The policy in general will be not (o try ta compensate for
these fluctuations of velocity by variations of money
growth, mainly because opening the door 10 this permits
too easy an excuse for abandoning the disinflationary
effort. If, however, there is exceptional evidence that the
trend of velocity is significantly different from the
assumed 3 percent growth, a revision of the money supply
path will be considered.

Ifnominal GNP keeps at or near its prescribed path, it
is expected that the inflation rate will decline. That will
probably not happen smoothly. The inflation rate may
remain high or even accelerate at first, reflecting past
momentum and commitments, and then decline rapidly
as the expectation strengihens that it will come down 1o
stay. [ this happens, real output will be sluggish and may
even decline ai first and will then revive: There may be
Jurther irregularities. The slow rise of real demand, as
monetary growth decelerates and prices continue to rise
rapidly, may cause accumulation of inventories for a
while, and a subsequent decumulation may lead 10 a
sharp contraction. Associated with such a contraction
may be a temporary decline of the inflation rate below its
expecied trend. Monetary policy will not be deflected
from its intended path unless such a contraction is
extremely large or unless there is clear evidence that the
initial assumption about the normal trend of output is
incorrect.

I am not suggesting that the Federal Reserve actually
formulated or was guided by such a strategy. I only
want to suggest that it would have been a reasonable
strategy to adopt in October 1979 and to discuss the
questions that arise about implémentation of such a
strategy.

Figure 1 shows a smooth path of nominal GNP that
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FIGURE 1: NOMINAL GNP
(seasonally adjusted annual rate in billions of dollars)
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would have reduced its growth rate from 11.7 percant
in 1979 to 5 percent at the end of 1984. As can be seen,
until the third quarter of 1981 the actual course of
nominal GNP was quite close to this path,. Since then
actual nominal GNP has fallen further and further
behind the path. In the second quarter of 1982 nominal.
GNP was about 4 percent below the path.

Figure 2 shows a smooth path for the supply of
money (M1) that would have been consistent with the
projected path of nominal GNP if velocity had risen
steadily at 3 percent per year. Actual money supply lies
fairly close to this path, being 1 percent below it in the
second quarter of 1982.

As is implied in the comparisons above, velocity did
not rise along the 3 percent growth path, but fell below
it. Figure 3 shows what velocity would have been on the
3 percent growth path and what it actually was. It
should be noted that actually velocity fluctuated
around the 3 percent path, sometimes -above it and
sometimes below it. In the second quarter of 1982
velocity was about 3 percent below the 3 percent
growth path.

In the period since the end of 1979, the rate of infla-
tion has slowed, from 8.6 percent during 1979 to 5.3
percent in the second quarter of 1982. During this same
period total output has Nuctuated but has made no net
gain, being 1 percent lower in the second quarter of
1982 than in the fourth quarter of 1979. Essentially,
even though irregularly, the inflation has slowed as the
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FIGURL 2: MONEY SureLy (M)
(billions of dollars)
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rise of nominal GNP has slowed.

The first question raised by these developments re-
lates 1o velocity. How is the slow velocity growth of the
past three quarters to be interpreted? Is it a random or
cyclical fluctuation, which should not be matched by
an acceleration of monetary growth because speeding
up monetary growth would push nominal GNP above
its desired path when velocity returned to its 3 percent
trend? Or is it a more durable change, which requires
more rapid growth of the money supply if we are to get
on the desired nominal GNP path?

This is a large and critical question. In the past three
quarters the velocity of M1 fell at an annual rate of 3
percent rather than rising at the 3 percent that is about
the historical average. If the growth of the money
supply were to be adapted 1oa 3 percent annual decline
of velocity rather than to a 3 percent rise, that would be
abigchange indeed. But the short-term path of velocity
has historically been quite irregular. The slowdown of
velocity growth in the past three quarters was un-
usually large, but more evidence would seem to be
required to show that there was a new trend. The argu-
ment is sometimes made that the trend of approxi-
mately 3 percent per year velocity growth was observed
in a period when interest rates and prices were rising,
which made people want to hold Jess money in relation
to their incomes. On this basis one might expect now to
enter a period in which velocity grows more slowly as

FIGURE 3: VELOCITY OF M1
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disinflation proceeds. In countries where there has
been an abrupt end to hyperinflations, the demand for
money has increased sharply (velocity has decreased
sharply). Butthe connection has not been soclear here,
aside from very short-term fluctuations. Velocity has
risen at less than its trend rate since the end of 1979,
although interest rates are as high now as they were
then. If the basic strategy is to stick to the path of
monelary restraint uniess there is clear evidence that
the trend of velocity has changed, so as to maximize the
predictability of policy, the case for accelerating
monetary growth does not seem strong.

Probably a more critical issue is whether the planned
path for slowing the growth of nominal GNP is the
correct one. Real output has, on the whole, been flat for
two and a half years, and unemployment has risen to
9' percent. It is true that actual nominal GNP has
fallen below the planned path, but still the flatness of
real output raises the question whether even the
planned rise of nominal GNP is fast enough. This

‘question is directly related to the question of the

feasible and desirable reduction of inflation. On the
path of deceleration 1 have described here, nominal
GNP would now be rising by 8' percent a year, and
that rate would fall to 5 percent by the end of 1984. But
this path wilt be consistent with an economic “recov-
ery” and reduction of unemployment only if the
inflation rate falls to around 2 percent.

Is such a reduction of the inflation rate feasible?
Experience so far is not illuminating. one way or the
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other. The inflation rate has fallen by three percentage
points in two and a half years. This is a fast enough
reduction, if continued, to reach the 2 percent rate by
the end of 1984. But there is reason 10 believe that the
decline so far has been exceptional, reflecting in part
the change in oil prices, the rise of the dollar exchange
rate, and the slowdown of the economy. Many econo-
mists expect that the inflation rate will be very sticky
around 6 percent, aside from temporary factors, and

“The question is whether a policy of stabilizing the
inflation raie a1 6 percent will be interpreted as a policy
of accepting an inflation rate that has no other claim 10
validity except that unfortunate experience has driven
us to it and we do not have the stamina 1o undo it.”

that to drive it fower will require a very long period
of high unemployment. They believe, moreover, that
tostabilize the inflation rate around 6 percent would be
possible, would be a substantial improvement over our
recent experience, and should therefore be the goal of
policy. Having this less ambitious goal for the
reduction of inflation, they tend also to count on a
somewhat more rapid growth of real output than might
be feasible during a transition to, say, 2 percent
inflation. So they aim at annual nominal GNP growth
around 10 percent rather than the decline to 5 percent
involved in my assumptions. This obviously calls for
faster growth of the money supply than we have been
getting or than is assumed in my projections for the
future.

There is a further difficulty here: that the budget pro-
jections of both the administration and the Congress
assume nominal GNP growth around 10 percent per
year in 1983, 1984, and beyond. Thus, if the money
supply does not expand enough to support such a
growth rate, the prevailing budget estimates ‘will be
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falsified, and the dcficits for future years wiil be even
farger than now projected.

The idea that there is an “underlying” inflation
rate of 6 percent—mceaning that rates above that are
generally transitory and getting below that is exceed-
ingly difTicult—is not new. In the A£/ Economist for
December 1977, 1 discussed this idea in an article
entitled “Inflation—Stuck at 6 Percent?” What can be
said now is about what could be said then, Whether itis
possible to stick at 6 percent, however, is also un-
known. The question is whether a policy of stabilizing
the inflation rate at 6 percent will be interpreted as a
policy of accepting an inflation rate that has no other
claim to validity except that unfortunate experience
has driven us 10 it and we do not have the stamina to
undo it. An inflation goal reached by this route might
not have the desired credibility and predictability and
therefore might be impossible 1o sustain. Perhaps
something more can be said for the 6 percent goal today
than could have been said in1977. A 6 percentinflation
rale today representis some progress from where we
have recently been, and one can legitimately say that
the country has showed a certain amount of determina-
tion in getting down to it. But the question of the
credibility and therefore the sustainability of such a
rate remains.

The question of the goal for the inflation rate is the
most critical issue in monetary policy today. What
monetary policy should be—how rapidly the money
supply should be made to rise—depends on what the
goal for the inflation rate is. Differences of opinion
about the proper rate of monetary expansion largely
reflect different ambitions about the inflation rate. Itis
important that the target inflation rate be the “right”
one—achievable and sustainable. It is also important
that the target should be known and that there be afirm
commitment to it, so that private individuals and busi-
nesscs in their decisions and the government in its
budget planning can estimate the fulure value of
money with confidence.
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THE FED'S POST-OCTOBER 1979 TECHNICAL OPERATING PROCEDURES
UNDER LAGGED RESERVE REQUIREMENTS: REDUCED ABILITY TO CONTROL MONEY

George G. Kaufman*

On June 28, 1982, the Board of Governors of the Federal Reserve
System voted by a split 5 to 2 margin with Chairman Volcker abstaining
“to partially abandon the system of lagged reserve requirements adopted
in 1968 and to return to a modified contemporaneous reserve requirement
system in 1983. The new system calls for a two day lag for reserves
against checkable deposits and a two reserve period lag for all other
reservable deposits. At the same time, the reserve period would be
lengthened from one to two weeks. The changeover was motivated by an
attempt to increase control over monetary aggregates and was, in part, a
response to the dissatisfaction expressed by some ;itb the increased
short-term volatility of money supply. This technical change may be
viewed consistent with the thrust of the widely publicized October 1979
change in operating procedures.

On October 6, 1979, the Federal Reser‘e changed its "open market
ope}ating procedures to place more emphasis on controlling reserves
directly so as to provide more assurance of attaining basic money supply

nl

objectives. The change was videly expected to increase, at least in

the near-term, volatility in short-term interest rates as the "new

procedures entail greater freedom for interest rates to change over the

*Loyola University of Chicago and Federal Reserve Bank of Chicago.
Patricia Walker provided research assistance. The author bemefited from
discussions with and comments by Thomas Gittings, David Lindsey, Robert
Laurent, Thomas Mayer, Harvey Rosenblum, Steve Strongin, Vefa Tarhan,
Robert Weintraub and William Wilby. Earlier versions of this paper were
presented at the Midwest Finance Associatfon meetings in Chicago, April.
1-3, 1982 and the Western Finance Association meetings in Portland,
Oregon June 17-19, 1982.
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short-run in response to market forces" and the Federal Open Market
Committee widened the target intermeeting Federal funds range.2 And so
4t did. The standard deviation in weekly percentsge changes in the
interest rates on three-month Treasury bills more than doubled from 2.4
percent to 5.3 percent between the four years before and the two years
after October 1979. Less expected, however, was an increase in the
short-term volatility of long-term rates. The standard deviation in
weekly percentage changes in rates on 20-year Treasury bonds jumped from
0.8 percent in the four years before October 1979 to 2.5 percent in the
two years after. These results are shown in Table 1. The standard
deviations in daily changes in these rates show a similar pattern and
are piotted in Figure 1.3

Although the Fed warned that "even in evaluating wmoney growth
itself, which the Federal Open Market Committee sets as a target in the
policy process, recognition has to be given to the likelihood that money
growth can vary substantially on a month-to-month basis in view of
inherently large and erratic money flows in as vast and complex an
economy as ours,” the new operating procedures were expected to decrease
the short-and long~term volatility in monetary aggregates by reducing
the need for changes in reserves to stabilize interest rates.h But this
did not happen. Both short and long-tern volatility in major monetary
aggregate serieé increased after the change. For example, the standard
de;iation in weekly percentage changes in not seasonally adjusted MIB
less currency rose from 1.90 percent in the period January 1975 -
October 6, 1979 to 2.13 pércent in the period October 6, 1979 -
D?cembef 2,-1§51-(Tab1e 2). Similar results are'obtained for

alternative definitions of monetary aggregate, alternative sample
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periods, and ;easonally adjusted data.s Longer-term, cyclical
volatility in M1B has increased even more since October 1979 as is
clearly evident in Figure 2.

Thus, the Fed appears to have achieved the worst of both worlds.

It has increased the volatility in both interest rates and money supply.
This paper analyzes the new operating procedure to identify why this
might have occured. The analysis suggests that, in the absence of
deliberate Federal Reserve policy to permit greater short-run volatility
in monetary aggregates, an important cause of the problem is the
inappropriate grafting of a monetary aggregate target on a lagged
reserve requirement accounting system. This alone increases the
complexity of controlling money supply. But, in addition, within this
environment, the Fed has chosen to adopt technical operating procedures
that reduce even further its ability to control the money supply.

It would appear that at least in theory the operating proceaures
for controlling reserves directly would be straightforward. The FOMC
could determine either a total reserve growsh rate target or a monetary
aggregate growth rate target. If the latter, the staff could tranglate
the monetary aggregate target into a total reserve target by estimating
the composition of deposits and.thereby the appropriate multiplier. The
total reserves target isrthen obtained by dividing the monetary
aggregate target by the estimated multiplier.6 Money supply would
respond directly and concurrently to changes in reserves. Because the
Open Market Desk controls directly only the System's portfolio of
securities, other factors that affect reserves, such as float and
borrowiﬁg:nt-the discount window, must be adjusted for. In the best of .

all worlds, these factors, including borrowing, could be predicted. But
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in reality it may be necessary to respond to them with a brief lag,
e.g., one day.

Unfortunately, such a straightforward procedure is not possible
under two week lagged reserves accounting, which separates the deposit
accounting week from the reserve settlement week.7 Although any
individual bank may obtain its necessary reserves in the reserve
settlement week from a variety of sources, for the banking system as a
vhole, the Fed has to provide all the reserves required by the dollar
amount of total deposits established two weeks earlier in the deposit
accounting week. Thus, the minimum amount of total reserves in any
settlement period is predetermined by events two weeks earlier and is
beyoﬁd Fed control in that period. Lagged reserves do not merely delay
bank response by two weeks; they alter the bank decision making process.
To influence the amount of deposits and thereby the wmoney supply in the
deposit accounting week, the Fed has to influence bank deposit decisions
two weeks before the settlement week when it provides the reserves for
that week. Short of rewriting history, this may be achieved in a number
of ways that affect the cost of reserves either or both in the current
deposit week or in the reserve settlement week two weeks latet.8 The
Fed has.chosen to do so by affecting the mix of reserves between
borrowed and unborrowed reserves.9 The strategy is based on the
assumption that a dollar of borrowed reserves affects baﬁks differently
than a dollar of unborrowed reserves either directly by changing the
pressures to repay or indirectly by changing the Fed funds rate as banks
are "forced” into or out of the discount window. In the words of the
Fed: B .

Suppose that the demand for money ran stronger than was being
targeted...The increased demand for money and also for bank re-




245

serves to support the money would in the first instance be ac-
companied by more intensive efforts on the part of banks to

obtain reserves in the Federal funds market, thereby tending to
bid up the Federal funds rate, and by increased borrowing at the
Federal Reserve discount window. As a result..emerging market
conditions reflect or induce adjustments on the part of banks

and the public. These responses on the part of banks, for example,
could induce sales of securities to the public (thefﬁby extin-
guishing deposits) and changes in lending policies.

Likewise, Chairman Paul Volcker has testified in 1980 that:

As soon as monetary growth picked up, our operating techniques
'automatically’ began to bring bank reserve positions under wild
pressure as use of the discount window increased. The pressure
was reinforced on several occasions by reducing the provision of
nonborrowed reserves. Total bank reserves have, to be sure,
expanded sharply--a mechanical concomitant of the rise in Ml--but
banks have had to borrow those reserves from the Federal Reserve;
we Havel?ot supplied them on our own initiative through the open

Borro&gékggéerves are thus the key variable in affecting bank decisions
on deposits determination. The higher are borrowed reserves, the lower
is the tendency to create deposits, and conversely.

The FOMC assigns the Open Market Desk the task of achieving a
specified target growth in unborrowed reserves. As unborroved reserves
are total reserves minus borrowings, this requires that the committee
firgt establish a target or initially assumgd level of borrowed reserves
that it believes will provide the degree of bank restraint that is
consistent with achieving the previously established target money
growth.: Given the initial amoust of unborrowed reserves so determined,
the desk operates to inc;ease or decrease the amount from this initial
level at some target rate until the next meeting of the FOMC. Although
key in establishing the unborrowed reserves target the intially assumed
amount of borrowings is not a policy target, per se. If during this
intermeeting period, banks demand more reserves than are consistent with
the su;.;f tﬂe target change in unborrowed reserves and the initially

assumed amount of borrowed reserves, the necessary reserves
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are provided through the discount window. This temporarily increases
borrowings above the initially assumed level and increases the degree of
restraint, enéouraging banks to slow their deposit growth. Conversely,
1f banks demand iewér reserves than are provided by the sum of the
target change in unborrowed reserves and the initially assumed borrowed
reserves, the amount of borrowings will decline below the initially
assumed level. This will reduce the restraint pressures on the banks
and encourage them to speed up their loan and deposits expansion. In
the words of Peter Sternlight, Manager of the Fed's Open Market Account:
Under this approach monetary growth in excess of path causes
increases in borrowings from the Fed, which would be associated
with higher interest rates and pressure on the banking system that
would, over time, tend to return growth of money supply and
reserves toward the desired path. Shortfalls in growth would have
the opposite effect, reducing the need for borrowings and thus
encouraging lower interest rates and more vigorous monetary
expansion.13
How is the initial borrowing assumption established? At first, the
FOMC did so by "assuming a level of borrowing near that prevailing in
the most recent period.“la .But this restricted the FOMC's freedom to
change the target money growth. To exert greater control over money
growth within the FOMC's framework, it was necessary to estimate the
amount 9f borrowed reserves consistent with the desi;ed target growth
rate in money supply. Then the level of borrowing "could be set higher
or lower if it were desired to impart some initial thrust toward some
greater or lesser pressures on bank reserve positions".15 Ceteris
paribus, borrowings are generally yiewed as being determined by the
spread between the Fed funds rate and the discount rate.16 1f the
discount rate is set, the level of borrowed ;eserves depends on the Fed

funds rate. Thus, in principle if not in practice, determination of the

target borrowed reserves that will achieve the target money growth
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requires that the Fed funds rate that is consistent with the target
money growth be estimated first.

But this Fed funds rate was the basic rate that was estimated (and
targeted) under the o1d operating procedures. The new procedures in
effect use the same underlying system of equations as the old procedures
flus one additional equation. Greatly abbreviated versions of the two
systems of equations are shown in Table 3.17 Before October 1979, the
near-term target money supply was believed to be attainable by achieving
the target Federal funds rate; after October 1979, the target money
supply was believed to be attainable by achieving the target aggregate
borrowed reserves. The target Fed funds rate is established by .
transposing and solving a demand for money type equation containing
target values of money supply and predicted values of nominal income for
.the Treasury bill rate. Money and income are assumed independent of
each other in the short-term. The Fed funds rate is then obtained
through a term structure equation. The new procedures use the Fed funds
rate solution from this equation as an independent variable in the
borroved reserves equation.

But it was in large measure because the appropriate Fed funds rate
could net be reliably estimate& that the old procedures were abandoned
in October 1979. In explaining the changes in procedures to Congress,
Chairman Volcker stated that:

Translation of money stock objectives into day-to-day
management of the federal funds rate is effective if
the relationship between the public's demand for cash
balances and short-term market interest rates is ef-
fectively stable and predictable. But in an environ-

< ment of high and volatile inflation rates the relation-

ship betweenlgnterest rates and money...is more difficult
to appraise.
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Likewise, in its directive adopted at the special meeting on October 6,
1979, the FOMC stated:

The principal reason advanced for shifting to an operating
procedure aimed at controlling the supply of reserves more
directly was that it would provide greater assurance that
the Committee's objectives for monetary growth can be
achieved. In the present environment of rapid inflationm,
estimates of interest rates, monetary growth, iad economic
activity had become less reliable than before.

Empirically, the new aggregate borrowing equation specifying
primarily the Fed funds-discount rate spread as an independent variable
appears to be even less reliable than the other equations in the system
for a number of reasons. One, the effective discount rate charged banks
is not the nominal discount rate posted. The Fed administers the window
to ration credit more directlf and the degree and quality of
administration varies from Fed district to Fed district and even from
district home office to district branch. fwo, the Fed has periodically
imposed a surcharge on borrowings by larger banks in excess of a
designated minimum dollar amount and frequency of usage per period.

Both the magnitude of the surcharge and the minimum number of times per
period borrowings are not subject to the surcharge have been changed.
Three, the decision to borrow ig likely to be a function of more than
the Fed funds rate, and it is unlikely that the Fed funds rate is an
appropr;ate proxy at all times for the spectrum of all other interest
rates no less all nonrate forces. Lastly, under a system of lagged
reserve accounting and strict unborrowed reserves targeting, the
aggregate dollar amount of borrowing in a reserve settlement week is
effectively determined by aggregate deposits and required reserves two
weeks earlier.. Only the indentities of the individual banks tapping the

discount window and for how much is determined by interest rates in that

week., The aggregate amount of borrowing by the banking system is
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determined by its estimates of the Fed funds and discount rates in the
reserve settlement week during the deposit accounting week two wveeks
earlier. The equation, of course, also entails considerable
simultaneity between the dollar amount of borrowings and the Fed funds
rate. Do higher borrowings raise the Fed funds rate or do higher Fed
funds rates increase borrowings? As a result, internal Federal Reserve
studies by Levin, Goodfriend, and Kasriel and Merris find the aggregate
borrowing equation to have low and unstable explanatory power.
Likewise, Judd and Throop find that "the average absolute deviation of
borrowed Teserves from projected levels was...twice as large as either
of the other two types of operating errors,"” namely, errors in hitting
the statistically projected multiplier and the level of nonborrowed
reserves.21

Thus, the new procedures use the statisticaly unreliable output of
the system of equations underlying the 0ld procedure as input for an
even less reliable equation underlying the new procedure. It follows
that'the bottom line money supply growth-taxget borrowings equations is
unreliable and entails significant slippage.z2

Moreover, the money supply-borrowing relationship is asymmetical.
Increases in target borroyings, ceteris paribus, are aséociated with
slower monetary growth over the entire range, although the relationship
is unlikely to be linear. Om the other hand, decreases in target
borrowings are associated with faster monetary growth only to the point
where borrowing is zero or at a minimum frictional level. At that
point, a wide range of faster money growth rates can be associated with
the sa;e'ihitial level of borrowings depending on the Fed funds rate.

Borrowings bécomes a poor target. It was primarily for this reason that

12-654 0 - 83 - 17
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the Fed abandoned its borrowing target in the 1930s, when borrowings

dropped to near zero, in favor of free reserves (excess reserves-—

borrowed reserves), which are not restricted to positive values. From
this line of reasoning, one would expect that:

1. Short-run (weekly) money supply growth will be more variable for a
given borrowings assumption than for a given Fed funds target as
the slippage is greater,

2. Money supply will be procyclical if changes in the state of the
economy are underpredicted as they often are in periods of strong
economic swings because the "correct" initial borrowing assumption
is likely to be mis-estimated at least to the same degree that the
Fed funds rate target was under the old system,23 and

3. Acceleration in money growth in periods of weak economic activity
will be delayed. Without specific guidance by the FOMC, when
assumed and actual borrowings are close to zero, the desk is likely
to lower the Fed funds_rate only cautiously in progressive steps.

Additionally, although the Fed funds rate is permitted to vary over a

wider range, it is unlikely that for a given borrowing target it will

vary greatly and that it will remain particularly steady once it hits an
upper or lower boundary. At this point, if past performance is a guide,
it is unlikely that the borrowing assumption will be changed con-
sistently by enough to moderate the ongoing monetary growth to target
rates. An examination of the initial borrowing assumptions in 1980 in

Table 4 and the actual pattern of money change in Figure 2 confirms this

interpretation.za Money gfowth declined sharply in the second quarter

oé the yéar ét.gﬁe'same time that the initfial boffowing target was

lowered from $2,750 million to $75 million and increased even more
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sharply in the third quarter as the initial borrowing target was
increased again to $1,300 milljon. This suggests that the behavior of
money supply within that year would have been little different if a Fed
funds target had been used consistent with the old procedure. Indeed,
because of the inability to lower the borrowing target below zero in the
épring of 1980, the dramatic procyclical swing in money is likely to
have been greater than under the old procedure.

A more direct test of the ability of the new procedures to control
the money supply accurately is to compare the short-run money growth
targets (tolerance ranges) specified by the FOMC at every meeting with
the ;ctual changes in money supply in the same period. Unfortunately,
the Fed has made this difficult to do. Before Octbber 1979, the FOMC
established clear, unchanged two-month targets for Ml and M2 that held
for the entire period. Shortly after October 1979, however, the FOMC
switched over to longer three-~ to six-month targets that could be and
often were modified at least once during the period. Thus, it is
difficult to identify the target against vh%ch the actual money change
for a period should be compared. The target moves and is frequently
revised during the period to correspond more closely to the developing
actual rates of money growth. for example, as can be seen from Table 4,
on January 9, 1980, the fOMC set targets for the first quarter of the
year. It revised these targets at its next meeting on February 5. On
March 18, targets were changed and set for the first half of the year,
including the first quarter that had almost ended. These targets were
revised on April 22, and on May 20 the committee set targets for the
last é;o';ontﬁs of this period, May and .’.lune.'7'5 Thus, the target

periods overlap and the evaluation problem 1is analagous to that of base
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drift that plagues attempts to measure meaningfully the Fed's ability to
meet its longer-term targets.26

That lagged reserve accounting has significant unfavorable
implications for short-term monetary control was denied by the Federal
Reserve. In November 1981, the Board requested public comment on a
proposal to introduce more contemporaneous reserve accounting. In its
announcement, the Board stated that:

Contemporaneous reserve requirements (CRR) have some potential-

for improving the implementation of monetary policy by

strengthening the linkage between the reserves held by depository

institutions and the money supply. There is some question,
however, whether such potential gains would increase short-run
volatility in the money market. The Board noted that any potential
gains in monetary control should not be exaggerated, in view of the
" sizable remaining slippages between reserves and mongy, and in view
of the inherent volatility of short-run money flows.
Nevertheless, perhaps bowing to external and internal staff criticism,
the Board terminated lagged reserve accountingleffective 1983.

In sum, to the extent the post-October 1979 operating procedure
through 1982 differs from.the pre-October 1979 operating procedure, it
has increased the difficulty of attaining the Fed's money supply
objectives and has increased the short-term volatility in both interest
rates and money supply and the cyclical volatility in money supply.
These results are, of course, either accidently or by design, contrary
to the Fed's announced intentions. Because the peculiarities of the
technical aspects of the new procedures reflect the need to operate in a
lagged reserve accounting world, greater control over both interest
rates and money supply is best guaranteed by abandoning lagged reserves
- accounting. .Although, as noted in footnote 8, there are alternative

ways of influencing deposits under lagged reserves, these means appear

considerably less efficient than those that are possible under



253

concurrent reserves accounting. There are at least some officials
within the Federal Reserve who remain unconvinced that greater short-run
control of the money supply is either desirable or necessary. For
example, Governor Lyle Gramley testified in March 1982 that:
However, several implications for monetary targeting can be drawn
from the experience of recent years. First, short-run movements of
the money stock have even less meaning than they once did as
indicators of monetary policy. What happens to money growth over
ionger periods is what counts. Second, moretary targets should be
expressed in rather wide ranges; the present ranges of three
percentage points are certainly not too wide. Third, we need to
continue to use multiple targets, rather than to focus on any
single measure of money. Indeed, somewhat greater weight may need
to be given to the broader monetary aggregates in the future as a
consequence of the relative instability of the demand for Ml.
Finally, we need to stand ready to accept growth of -money outside
our target ranges--or even to modify tEg ranges——if changes in the
public's asset preferences warrant it.
To the extent that this view is representative, the much heralded
October 1979 change to date has represented still another
"gelf-fulfilling Fed prophecy,” but one less immediately visible and
more difficult for the outsider and even many insiders to recognize.
Whether the degree of monetary control will change in 1983 when
moré contemporaneous reserve requirements éb into effect remains to be
seen. Improved means to control money is not synonymous with improved
control unless the will to use the means is there. Some have questioned
the Fed's will to do so.30 Moreover, the new system retains two day
lags for checkable deposits and effectively four week lags for other
deposits. Thus, the Fed still has to signal to the banks the cost of
reserves for the last two days of the settlement period against
checkable deposits. It may optimally for it do so on the last day of
the 12 day overlapping segments of the deposit accounting and reserve

settlement periods. By increasing bank uncertainty, such a strategy

would encourage the banks to settle as much as possible during the
concurrent segment and strengthen the Fed's ability to control money, if
it so wished. Alternatively, the Fed could almost force banks to settle
in the 12 over lapping days by imposing a large penalty discount rate on
borrowings in the lst two days of the settlement period. This would

permit it to operate as if the regime were truly concutrent.31
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Table 1

Percentage Change in Weekly Varfisbility in Selected Interest Rates
Pre-and Post-October 1979

.

Pre-October 1979 Post-October 1979
* ok
70:1- 75:53- 79:41- 79:41- 79:41-
79:41 79:41 81:48 81:48 81:48

Standard Deviation

Fed funds 3.719 1.903 6.130 5.257
3-month Treasury bill 3.371 2,387 5.323 4.543
S5~year Treasury security 1.788 1,407 3.278 2.979
10-year Treasury security 1.328 1.027 2,683 2.552
20-year Treasury security 1.184 0.828 2.495 2,391

*omitted 3/15/80 - 1/1/81

**omitted 3/15/80 - 1/31/81

5.309
4.5717
3.052
2.619

2,444
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Table 2

Percentage Change in Weekly Variebility in Money Stock

. Pre-and Post-October 1979 .
Pre-October 1979 Post-October 1979
70:1- 75:53- 79:41~ 79:41% 79:41%%
79:41 79:41 81:48 -81:48 ~81:48
Standard Deviation
M1B 1.288 1.539 1.729 1.77} 1.741
MIB Less Currency 1.557 1.896 2.132 2.168 2.135

asOmitted 3/15/80-1/1/81
Omtted 3/15/80-1/31/81



Comparison of Abbreviated U
Pre-and Post-October

Basic Opegating Relationship:
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Table 3

nderlying System of Equations for
1979 Operating Procedures

Pre Post
M =f(FR) ¥ =£(B)

Establish Target:

Solve for Consistent FRT:

Solve for Comsistent By
Rey

MT-Tatget Monetary Aggregate Growth
FRT-Target Fed Funds Rate
TR=Treasury Bill Rate

B =Borrowed Reserve Target

T
DR=Discount Rate Complex

YP=Predicted Nominal GNP

T=Fed Target

p=Predicted Value

"y Yy

TRﬂf(HT'YP) TR-f(HT,YP)
FRT-f(TR) FR=f (TR)
BT=f(FR.DR)
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Table 4

Specifications from Directlives of the Federal Open Market Committes, 1980

Date

meeting

Specified shon-term
annualized rates of
growth for penod
mentioned (percent}
M-1A M-1B M-2

Range for

Feoera!
funds rate
{percent)

Initial
assump-
tion for
borrowed
reserves
{milkons of
dollars)

Discount rate on
day of meeling

ang subsequent
changes (percent)

Notes

1/8/80........

2/5/80........
3/18/80...... .
4/22/80. ...t

December to March
" 7-

December to March
4ve 5 6%

December to June
ave 5 ™%
{or somewhat stower}
December to June
Y

4 (3
(ot somewha! slower)

* Rales for M-1 and old definition for M-2.

Source:

%159

1M¥%-15%

13-20

13-19

1,250

2.750

1375

12

12

13on2/15

<+ 3 percent sur-
charge on 3/17

1343

1343

FRBNY Quarterly Review, Summer 1981, pp. 68-69.

The Commitiee’s objecuives wete
set in terms of M-1 and the old
detinitions of M-2 and M-3. in
July 1979, the Committee had set
growth of objectives 1or M-1, M-2,
and M-3 trom the fourth quansr
of 1978 10 the fourth Guarier of
1979013106.5108, 8nd 6 1o

9 percent, respectively, (The

M-1 objective incorporated latei
fevisions 1n assumplions sbout
the growth ol NOW and ATS
sccounts.) The Commitiee 3nuC-
pated growth i 1980 within
those ranges.

FOMC indicated its objectives
would be furthered by growth of
M-1A, M-1B, M-2, end M-3 from
1he fourth quarier ot 1879 1o the
founth quarier of 1980 within
ranges 0! 3% 10 6.4 to 6Y2,
6109, and 6% to 9%z per-

cenl. respeclively. The a530Ci-
ated range or bank credit was 6
to § percent. On February 22,
the upper imit of the range for
Federal tunds rate was raised to
16% percent On Marich 6, 1980
the upper limil of the range for
Federsl tunds was raised 1o 17%2
percenl. The nexi day the Com-
mittee turiher modified the
domestic policy directive 10
raise the upper limit of the
range for Federal tunds

10 18 percent.

On May 6 the lower himit of the
range for Federal fungds rate was
reduced to 10¥; percent. The
3 percent surcharge was
removed effective May 7.
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Table 4 (con't)

Specifications from Directives of the Federal Open Market Committee

Initial
assump-
Specified short-term tion for -
. annualized rates of Range for borrowed Discount rale on
Date growth for period Federa! reserves day of mesting
of mentioned (percent) funds rate {millions of and subsequent
maesting M-1A M8 M2 {percent) dollars) changes (percent) Notes
5/20/80.. April 1o June
1-7% 7Thd 8 6¥2-14 100 13
{or moderately jaster) 12 on 5/30
11 0n6/13
T/9/80..c0u0e June to September Obijectives for 1980 remained the
7 ] 8 8Ya-14 75 11 same. In agdition, on July 29 the
100n?/28 Committee apreed that, tor the
period from the fourth guarter of
' 1880 1o the fourth quaner of 1981,
it tooked lor & reduction of
the ranges for growth of ¥ per-
centage point from the ranges
adopied for 1880, abstracling from
institutiona!t influences affecting
the behavior of the agprepates.
8/12/60....... June to Sepiember
(33 9 12 8-14 75 10
9/16/80....... August to December
4 8% 8-14 750 10
11 on 8/26
10/21/80...... Seplember 1o December
2% 5 $-15 1.300 1"
1242
oni1/17
11/18/80. September to December On November 26 the Commitiee
2% e 1317 1,500 1242 taised the upper timit of the
{or somewhat less)} 134 3 range {or the Federal funds rate
oni2/s 10 18 percent. On December 5
the Commitiee modified the
directive by providing leeway
for pursuit of the Committee’s
short-run objectves for the
behavior of reserve agoregates
withoul operations being pre-
cisely consirained by the nter-
meeling range for ihe Federal
N funds rate for one week, and
then exiended it 10 the meeting
on December 18-18, 1881,
12/19/80...... December to March The objectives abst-acted from
4% 4 T 15-20 1.500 1343 the effects of deposit shitts

(or somewhat less)

connected with the introduction
of NOW accounts on & nation-
wide basis. It was recopnized
that the introduction of NOW
accounts nationwide st the
bepinning of 1981 could widen
the discrepancy between
growih of M-1A and M-1B.
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The Economic Journal, g1 (March 1981), 1—28
Printed in Great Britain

EDITORIAL NOTE °

The papers which follow by Professor David Laidler and James Tobin and
the comments on these papers by Professor R. C. O. Matthews and Professor
James E. Meade were initially prepared for presentation at a Conference on
‘Monetarism — An Appraisal’ organised by the Royal Economic Society in

London in July 1980. ‘

MONETARISM: AN INTERPRETATION
AND AN ASSESSMENT*

Like beauty, ‘monetarism’ tends to lie in the eye of the beholder, and before
it can be assessed it must be defined. Though there have been several valuable
attempts over the years to specify monetarism’s key characteristics,! I shall not
rely upon them in this essay. Each of them has been heavily conditioned by its
time and place of wrmng, and monetarism has evolved over the years in
response to changing circumstances, and in different ways in different places,
as new hypotheses have either been developed or absorbed. Thus, I will
begin this paper with my own characterisation of monetarism. In my view,
the key characteristics of monetarism are as follows:

(I) A ‘quantity theory’ approach to macroeconomic analysis in two distinct
senses: (a) that used by Milton Friedman (1956) to describe a theory of the
demand for money, and (b) the more traditional sense of a view that fluctuations
in the quantity of money are the dominant cause of fluctuations in money
income.

(IT) The analysis of the division of money income fluctuations between
the price level and real income in terms of an expectations augmented Phillips
curve whose structure rules out an economically sxgmﬁcant long-run mverse
trade off between the variables.

(IIT) A monetary approach to balance-of-payments and exchange-ratc
theory. :

(IV) (a) Antipathy to activist stabilisation policy, either monetary or
fiscal, and to wage and price controls, and (b) support for long-run monetary
policy ‘rules’ or at least prestated ‘targets’, cast in terms of the behaviour
of some monetary aggregate rather than of the level of interest rates.

(I) Categorises the theoretical core of monetarism as it developed in the
1950s and 6os, (II) and (III) represent theory developed or absorbed by

* I have benefited greatly from the extensive comments of John Foster, Milton Friedman, John
Helliwell, Geoffrey Kingston, Clark Leith, Thomas Mayer, Ronald Shearer and George Zis, none of
whom is to be held responsible for the views that I espouse. The financial support of the Social Science
and Humanities Research Council of Canada is gratefully acknowledged.

! See, for example, James Boughton (1977), Karl Brunner (1970), Nicholas Kaldor (1971), Harry
Johnson (1972), Franco Modigliani (1977), Thomas Mayer (1978), Douglas Purvis (1980). This list is
far from exhaustive.

t (1] 2CS 92

12-654 0 - 83 - 18
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monetarists since the mid-1960s, while (IV) summarises a view of macro-
economic policy issues which, even though it is neither logically implicit in
their positive analysis, nor their exclusive property, has remained reasonably
constant among monetarists for the last quarter century.

Before discussing these characteristics of monetarism in detail let me deal
briefly with two propositions that some might feel should be included in the
above list. First, on the one hand monetarists have frequently been accused of
failing to give any account of the transmission mechanism of monetary policy,
and have had attributed to them a belief in some mysterious direct’ influence
of money on expenditure; on the other hand they have themselves sometimes
referred to a characteristically ‘monetarist model® of that same transmission
mechanism cast in terms of portfolio substitution among a wide variety of
assets including reproducible capital, and even perhaps non-durable consump-
tion goods. I believe that this is and always has been a non-issue. The claim
that monetarists have failed to specify their transmission mechanism has been
untrue from the very outset (see, for example, Brunner (1g61), Friedman and
David Meiselman (1963), Friedman and Anna Schwartz (19634)), and although
the mechanism propounded in those papers is a good deal more sophisticated
and better grounded in relative price theory than that embodied in the textbook
macro-economic models of the 1950s, or in the econometric models of that
vintage, there is no essential difference between it and that analysed for example
by James Tobin and his associates.! ‘

Second, monetarists are often said to prefer ‘small’ to ‘big’ econometric
models, and their views about the importance of the quantity of money for the
determination of the general price level have undoubtedly led them to take
highly aggregated systems seriously. Moreover, early large-scale econometric
models were not constructed so as to highlight any strong effects of money on
economic activity. Monetarists criticised them, as much for being Keynesian,
as for being ‘big’. Even so, subsequent developments have clearly shown that
‘big’ models can easily take on some very monetarist characteristics, while the
Albert Ando and Franco Modigliani (1965) and Michael De Prano and
Mayer (1965) papers demonstrate that single equation reduced form tech-
niques can as well produce ‘Keynesian’ as ‘monetarist’ results.? Empirical
analysis of all sorts has been used by both sides in the monetarist controversy,
and if there is a method of empirical research more frequently associated with
monetarist work than Keynesian, it is not small model or single equation
econometrics, but National Bureau techniques of business cycle analysis.? Thus
though empirical techniques have in specific instances, provided something to
argue about, there seems to me to be no clear dividing line between the statistical
methodology of monetarists and their opponents about which one can usefully
generalise. -

! This is the judgment of Johnson (1962) and Brunner (1970), among others.

? Consider, for example, the London Business School model of the U.K. economy (see Jim Ball
and Terry Burns (1976)). The Canadian RDX2 model also seems to me to fall into this category.

® See, for example, Friedman and Schwartz (19634), Philip Cagan (1979). Note that such mone-

tarists as Brunner and Meltzer, however, do not use National Bureau techniques. They are mainly
associated with the Chicago branch of monetarism.
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I. THE QUANTITY THEORY OF MONEY

It has often been said that Friedman’s celebrated essay on the Quantity Theory
could just as well have been called ‘The Theory of Liquidity Preference —a
Restatement’. Harry Johnson (1962) argued that Friedman’s work on the
demand for money should be viewed as a development of a fundamentally
Keynesian capital theoretic approach to monetary theory and Don Patinkin
(1969) later documented that it was indeed just that. However, I would stress
the word development here, for ‘Keynesian’ though Friedman’s model is, it is
no more Keynes’ model than Keynes’ ‘ Marshallian’ theory of income determi-
nation is Marshall’s theory; and it differed from other developments of Keynes’
theory of liquidity preference that appeared at about the same time in a
number of ways.

First it abstracted from any specific characteristics that money might have
because it is a financial asset; Friedman treated money instead ‘as if a service-
yielding consumer durable to which the permanent income hypothesis of
consumption could be applied, just as Margaret Reid (1962) applied it to

~ housing, or the contributors to Arnold Harberger (1960) did to a variety of
other durable goods. In this respect Friedman’s approach stands in sharp
contrast to the analyses of William Baumol (1952) and Tobin (1956) (1958)
as it does in its claim to be a theory of the total demand for money in the
macro-economy rather than of some component of that demand. Second,
Friedman explicitly recognised inflation as an own rate of return on money
and postulated a well determined functional relationship between the expected
inflation rate and the demand for money, a relationship whose existence
Maynard Keynes (and some-of his disciples) explicitly denied. (See Roy Harrod
(1971).) -

Finally, and so obviously that the matter is usually overlooked, Friedman
asserted that the demand for money was, as an empirical matter, a stable function
of a few measurable arguments. Keynes did not believe that ~ his empirically
stable relationship was the consumption function - and nor did (or perhaps do)
many of his British followers.! Moreover, pre-Keynesian monetary theorists
did not believe in an empirically stable demand for money function either.
Though they often enough assumed a constant velocity of circulation that is
by no means the same thing, and in any event, they typically did so in order
to make their analytic points with the maximum of clarity, and not with the
intention of stating a belief about the nature of the real world. It is only with
the publication of Friedman’s essay that statements to the effect that the
velocity of circuiation is, as a practical matter, a stable function of a few arguments
become central to debates about monetary economics. Its stress on this hypothe-
sis makes monetarism a very different doctrine from Classical and Neoclassical
economics, no matter what other similarities there may be, though it should
be noted explicitly that the econometricians among American Keynesians

! The Radcliffe Report (1959) is based ‘on the proposition that the demand for money function is
essentially nonexistent as a stable relationship. For a later statement of the same point of view see
Kaldor (1971), or Joan Robinson (1970).

1-2
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have not found it necessary to adopt a monetarist label as a result of con-
templating the possibility of the empirical stability of the relationship.!

Ten years ago it was possible to argue that this characteristic monetarist
belief in a stable demand for money function was well supported by empirical
evidence as I did in Laidler (1971). However, the last decade has produced
a good deal of evidence to suggest that the relationship has shifted in an
unpredicted way in a number of countries. There is not space to go into details
here, but I would be willing to defend the following assertions.?

First the instability in question is often presented, particularly in the United
States, as a matter of a cumulative deterioration in the ability of the function
to track data. This cumulative deterioration is largely an illusion stemming
from the use of dynamic simulations of relationships containing a lagged
dependent variable. A one-time shift of such a function will, as a matter of
arithmetic, lead to a cumulative deterioration of its dynamic simulation goodness
of fit that should not be read as implying a continuous tendency of the relationship
to shift. On the other hand, I do not believe we can safely conclude that such
one-time shifts in the demand for money function have not occurred, despite
the fact, again particularly in the United States, that some formulations of
the relationship turn out to deteriorate significantly less than others during
the 1970s. When important issues like the stability of the demand for money
function begin to depend} for example, on just which interest rate or rates
one uses to proxy the opportunity cost of holding money, I believe that the
correct conclusion i3 not that the variable which provides the best fit this
time around is the ‘right’ one, but that our knowledge of the details of the
relationship is more fragile than we thought. Finally, arguments to the effect
that the demand for money function has not ‘really’ shifted, that we can
restore its stability by taking note of institutional change and redefining
‘money’ so as to take account of its effects, need to be handled carefully. They
are relevant to the interpretation of economic history, but the successful
conduct of policy requires that specific actions be taken vis 4 vis precisely
defined aggregates in order to achieve particular policy goals. To say, after
the event, that our policy did not work because new assets evolved whose
existence affected the outcome of our policies in a way that we could have
forecast had we only been able to foresee their invention, may be true, but
it is not very helpful in enabling us to do better next time, unless the evolution
in question was, as it sometimes can be, the predictable outcome of some
policy action or other. )

Shifts in the demand measured for money function are not a new pheno-
menon. Evidence drawn from more than one country shows that the demand
for money function shifted as the institutional framework evolved long before
1974. To cite but four examples: the income elasticities of demand for money
seem to have fallen significantly in both the United States and Britain in the

! Note in particular that the Keynesian James Tobin was the author of a pioneering econometric
study of the demand for money function. See Tobin (1947). See also his review of Friedman and
Schwartz (19634), Tobin (1965), where further econometric estimates of the demand for money

function are presented.
* 1 have dealt with the matters taken up here in much greater length in Laidler (1980).
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20th century (see Laidler, 1971), the abolition of interest payments on demand
deposits in the United States in 1933 was associated with a change in the nature
of the demand function for narrow money (see Charles Lieberman, 1980), as
was the growth of Savings and Loan Associations in the 1940s (see Cagan and
Schwartz, 1975), or in Britain, the introduction of ‘Competition and Credit
Control’ in 1971. Such shifts in the demand for money function are not new,
then, but they are important. Though two of the above examples were the
result of policy changes and might have been predicted ex ante, two were not.
In any event these effects of institutional change on the demand for money |
function have important implications for our views on the proper conduct of
monetary policy, as I shall argue in Section IV below.

In the traditional vocabulary of economics, the phrase ‘quantity theory
of money’ referred to a theory of (or better an approach to the analysis of)
the relationship between the supply of money and the general price level. The
characteristic monetarist belief that variations in the supply of money are the
‘dominant impulse’ (to borrow Brunner’s phrase) causing fluctuations in
money income is clearly related to this traditional version of the quantity
theory, but modern monetarists are more clearcut in their attribution of a
dominant causative role to the money supply than were quantity theorists of
carlier vintages.! The difference here is surely attributable to monetarists’
belief in a stable demand for money function, because earlier quantity theorists
spent much of their time contemplating the empirical possibility of autonomous
shifts in velocity. However, it takes more than a belief in a stable demand
for money function to yield the monetarist view of these matters.

Setting aside the important complications that arise in the open economy,
there are two ways in which a conventional analytic model of the IS-LM
variety can be made to produce ‘monetarist’ results. First in its under-
employment form, if, relative to expenditure, the demand for money is
insensitive to interest rates then the quantity of money comes to dominate
the determination of the level of real income. Now obwiously a monetarist
must deny that the interest elasticity of demand for money is infinite, and
this has been done often and explicitly, but it is mainly in Britain that such
a denial has been thought to amount to a distinctively monetarist statement.
A number of textbook writers (including myself) have gone to the other extreme
and used the assumption of a zero interest elasticity of demand for money to
generate monetarist propositions-from an under-employment IS-LM model.
However, Friedman’s (1959) study of the United States function is a notable
exception to the general tendency of demand for money studies - including
those of such monetarists as Brunner and Meltzer (e.g. (1963)) - to find a
significant interest elasticity of demand for money, and his inability to find a
relationship turned out to be the result of faulty statistical method (see Laidler,
1966, and Friedman, 1966). Thus, the existence or non-existence of a statisti-
cally significant interest elasticity of demand for money has not been a serious

! But as with all such blanket judgments as this there arc important exceptions. Irving Fisher’s
empirical work on the relationship between money and prices presented in The Purchasing Power of
Money (1911)"is'not so far removed from modern monetarism.
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issue between monetarists and their opponents for at least fifteen years. If it had
been, it is hard to see how monetarists, not least Friedman could have contri-
buted to the analysis of the welfare costs of inflation, or how Friedman and
Meiselman could have accepted their own evidence of the importance of
autonomous expenditure as an influence on money income during the depres-
sion years with such equanimity.!

If we rule out the vertical LM curve, we can still get an IS-LM model to
produce monetarist results if we assume full employment, and then postulate
that the major source of disturbance is variations in the level - or rate of
change of - the nominal money supply. With the determinants of velocity,
except the expected rate of inflation, thus pinned down at full employment,
and with fluctuations in money income thus reduced to fluctuations in the
price level, the characteristics of the demand for money function - other than
its stability and homogeneity in the general price level and its sensitivity to
fluctuations in the expected inflation rate - become quite irrelevant to the
relationship between the quantity of money and money income. A Keynesian
of course would agree, as an analytic matter, with this proposition, but would
probably deny what the monetarist would. claim: namely that, if the IS-LM
model is to be used as a framework for discussion at all — and there are some
monetarists, notably Brunner and Meltzer, who would not want to use it at
any price - then this full employment version of it is frequently the empirically
relevant one.

To put matters this way is, in effect, to say that monetarists’ belief in the
quantity theory as a theory of money income boils down to the view that
sustained- inflation is caused by an expanding money supply. This is not too
far from the mark, and much of the spread of monetarism in the last fifteen
years stems from its ability to provide a readily comprehensible explanation of
inflation along these lines. However, to cast the monetarist approach to the
analysis of inflation in terms of a ‘full employment’ IS-LM model is difficult to
justify except as a very first approximation. Though monetarists are among
those who have written at considerable length about the interaction of the
quantity of money and the price level in models where ‘full employment’ is the
rule, the models in question have been long-run-equilibrium growth models, not
versions of short-run IS-LM analysis; in any event the ‘money and growth’
literature and, to a lesser extent, that dealing with ‘money and welfare’, even
though it builds on Friedman’s formulation of the relationship between the
demand for real balances and the expected rate of inflation as a well defined
inverse function, is properly viewed, not as an offshoot of monetarism, but
as an extension of Patinkin’s (1956) theoretical analysis of the classical dicho-
tomy and the neutrality of money to deal with the long-run properties of a
growing economy, in the presence of variations in the rate of change of the nominal

1 But this of course is not to say that Friedman has always paid as much attention to the interest
elasticity of the demand for money as his critics might have wished. See for example the various
reviews of the monetary history of the United States, but note that the monetarist Allan Meltzer
(1965) was as critical-on this score as any other reviewer. What we are here dealing with is a charac-
teristic of some of the work of one, albeit the most important, monetarist rather than of monetarism
in general. :
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money supply.! In dealing with the interaction of the quantity of money,
money income, and prices, the essential monetarist contribution has been to
postulate the existence of stable relationships among these variables as an
empirical matter, and to draw practical conclusions about the proper conduct of
short-run stabilisation policy from studying their nature, and the ‘money,
growth and welfare’ literature has next to nothing to say about these matters.

When it comes to empirical propositions about the relationship between
money and money income, what was once monetarist heresy is now close to
being received orthodoxy. In this respect monetarism has made an important
positive contribution to macroeconomics. In the United States it seems now to
be widely accepted that the correlation between the quantity of money and
money income that long runs of time series data display is not just the result of
coincidence, but does in fact constitute evidence for the existence of a causative
relationship that has run primarily from money to money income rather than
vice versa. The weight of the evidence produced by Friedman and his various
collaborators (not to mention predecessors) and the persuasiveness of their
arguments, has changed enough minds to warrant the conclusion that, in an
important sense, ‘we are all monetarists’ now. Elsewhere in the world, not least
in Britain, there has been a similar movement of opinion. Certainly one no
longer hears much about velocity being variable ‘almost without limit’. How-
ever, one does hear more about ‘reverse causation’ in Britain as an explanation
of the correlation between money and money income than one does in the
United States (I shall take this matter up below).

Even so, monetarist doctrine asserts not just that variations in the quantity
of money lead to systematic variations in money income, but also, that those
variations are primarily in prices rather than real income. Although, as I have
already noted, much of monetarism’s popular appeal stems from its claim to
provide an easily comprehensible theory of inflation, that theory of inflation is
by no means universally accepted. The view that the influence of money on
money income falls on its real income component and not on prices has consti-
tuted a ‘Keynesian’ alternative to the monetarist position on these matters and
the ‘expectations augmented Phillips Curve’ has provided a focus Tor debate
about them.? That is why a particular set of beliefs about its nature is a vital
ingredient of monetarist doctrine.

11. THE EXPECTATIONS AUGMENTED PHILLIPS CURVE

The notion of a trade off between inflation and unemployment was widely
prevalent in Keynesian literature even before Arthur Brown (1955), William
Phillips (1958) and Richard Lipsey (1960) formalised it in terms of what seemed

1 Mayer (1978) argues, correctly I believe, that Patinkin should not be regarded as a monetarist.
This of course is not to deny the important influence that Patinkin’s work had on subsequent monetary
analysis. See, for example, Jonson (19765). ’

¥ There seems to have been a systematic shift in British opinion from the Radcllﬁ': view that money
does not matter at all, to. the view that money matters for real incorhe but not for prices. To trace this
development is beyond the scope of this paper. However, the work of Richard Kahn shows clearly
that it has taken place. Compare his evidence to the Radcliffe Committee with, for example, Kahn
(1976).
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to be an empirically stable functional relationship. Monetarists have long
doubted its existence, instead asserting a belief in the ‘inherent stability’ of the
private sector in the absence of policy induced monetary disturbances, by which
they have usually meant nothing more complex than that the system tends in
and of itself to operate at or near ‘full employment’, regardless of the inflation
rate, if policy makers do not upset matters. The papers of Edmund Phelps
(1967) and Friedman (1968) provided a framework in terms of which differences
of opinion about these matters could be stated sharply enough to be confronted
with empirical evidence. Although some commentators (e.g. Helmut Frisch,
1978) treat the Phillips curve as providing an alternative theory of inflation to
the monetarist approach, this is surely a mistake. In its expectations augmented
form, it emerged at the turn of the decade to provide what Friedman (1970)
called ‘the missing equation’ in the monetarist model of inflation.

It is possible to derive this ‘missing equation’ from two very different
theoretical bases, and disagreements here are of quite fundamental importance
for macroeconomics, but the first round in the debate about the expectations
augmented Phillips curve, and the one that was crucially relevant to mone-
tarism, paid little attention to these matters. It was almost entirely empirical
because the relationship in question enabled alternative viewpoints about
important and pressing policy issues to be formulated and investigated in an
easily manageable way. With Ap the inflation rate, Ag® the expected inflation
rate, and y some measure, either direct or indirect, of the deviation of output
from its ‘full employment’ level, and v a ‘catchall’ vector of other influences,
systematic as well as random, the general form of the relationship may be

written as follows: Ap = gr+bAgF+u. (r)

A whole spectrum of beliefs about the nature of inflation may be expressed
in terms of this simple equation, depending upon the values assigned to its
parameters. Thus, the extreme ‘sociological’ view of the determination of the
price level, that was widely prevalent in Britain in the early 1970s, would
predict that the parameters g and 4 were essentially equal to zero, implying
that monetary policies, if they had any effect on money income, would
influence real income alone! The behaviour of prices, in this view, was
determined by exogenous factors that would all go into the catchall vector ».
At the other extreme, the typical monetarist of the early 1970s would argue
that g was positive, so that inflation would, relative to expectations, be low in a
depressed economy, and high in an over-expanded one. He would also argue
that the coefficient b on expected inflation would be equal to unity, and would
supplement equation (1) with some formula for the formation of expectations,
typically based on the error learning hypothesis, that ensured that, eventually,
any constant actual inflation rate would come to be fully anticipated. For him,
therefore, any trade off between inflation and deviations of output from full
employment was a temporary one which vanished in the long run. The typical
‘American Keynesian® of the same vintage would agree with the monetarist
about the parameter g, and about the reasonableness of assuming that expecta-

1 See Peter Wllu (1973) for 2 particularly extreme version of the sociological approach to inflation,
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tions would eventually catch up with experience, but would assign a value of
less than unity to the parameter 4, thus ensuring that though the price in terms
of inflation of increasing output was higher in the long run than in the short run,
it did not, as the monetarist asserted, ever become infinitely high.! He might
also argue that equation (1) omitted to mention explicitly many factors that in
particular times and places might have an important influence on the inflation
rate, and which it will suffice here to think of as being captured in v.-

There is not space here to survey the extensive empirical literature that these
issues generated, but its upshot may be summarised easily enough. The evidence
that, other things equal, inflation varies with the level of aggregate demand is
overwhelming. To the extent that differences of opinion here ever set mone-
tarism apart from other points of view —and I think they probably did in
Britain, though not in North America — then surely we have here another case
of ‘we are all monetarists now’.2 There has also been a swing-towards the
typically monetarist belief that in the long run there is no economically signifi-
cant inflation-output trade off. The more rapid inflation of the 1g70s and the
more sophisticated methods of modelling expectations developed over the same
period have provided empirical evidence of a type that we did not have a decade
ago to support this belief. There is still substantial disagreement though on the
guestion of how fast the economy converges on the long-run solution. Finally
there is more of a consensus about the importance of the influence of ‘other*
factors on the inflation rate than there was. Monetarists are willing to agree that
factors such as the activitiesof OPEC, unexpected real shocks, or sudden changes
in the level of indirect taxes, can affect the behaviour of the price level ‘tempo-
rarily’ against the background of long-run trends determined by monetary
factors; Keynesians, particularly American ones, in their turn are now willing to
agree that the long-run trend of inflation may well be determined by monetary
factors while continuing to stress the importance of special factors for the short
run. However, as we shall now see, there is much less of a consensus about the
theoretical basis of the Phillips curve than there is about its empirical properties.

As originally analysed by Lipsey, the Phillips curve dealt with the reaction
of the money wage to the existence of a general condition of excess demand for
labour in the economy, and therefore of the general price level to the excess
demand for goods. Excess demand was conceived of, not as a purely ex ante
notion such as we meet in theoretical analyses of Walrasian titonnement, but
as a realised quantity such as appears in models of economies made up of
markets characterised by sticky prices. In their original critiques of the Phillips
curve. Friedman (1968) and Phelps (1967) both concentrated on the point that
disequilibrium in the labour market might be expected to bring pressure to
bear on real wages rather than on money wages per se, and that what would
happen to the latter would therefore be critically influenced by what was
thought to be happening to the general price level. Each of them, though
Phelps more explicitly so than Friedman, treated unemployment as a quantity

1 have in mind here, in particular, the work of Robert Solow (196g) and James Tobin (1972).
* See Anthony Santomero and John Seater (1979) for a recent and well-balanced survey of the
evidence on these matters. -
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signal that conveyed to economic agents the desirability of varying prices, and
hence seemed to be providing a crucial correction to what remained a funda-
mentally Keynesian approach to the analysis of wage and price stickiness.!
On the other hand, most of the contributors to the well-known Phelps
(1969) volume started from a very different theoretical basis to provide an
explanation of the interaction of output and prices, though the similarity of
their conclusions to those stated by Phelps and -Friedman at first distracted
attention from what in retrospect was the much more important theoretical
matter of different premises.? According to this alternative approach, which
was anticipated by Irving Fisher (1911), the expectations augmented Phillips
curve is in fact an aggregate supply curve. Equation (1) is derived from

y=0/g) (¢-¢) , (2)
combined with the following definition of the expected rate of inflation
Apt = pe—p_,. (3)

Brunner and Meltzer were quick to adopt this interpretation of the expectations
augmented Phillips curve. They had already developed a view of the trans-
mission of monetary impulses in asset markets that stressed the role of relative
prices as signalling devices, and found it easy enough to extend that line of
reasoning to the markets for output and labour services as well (see Meltzer,
1969).> By now there can be no doubt that this aggregate supply curve inter-
pretation of inflation employment interaction is the dominant one among
monetarists. However, not all monetarists have accepted it (see, for example,
Cagan, 1979), and as I shall now argue, it raises issues that go well beyond the
traditional subject matter of the monetarist debate.

To say that the Phillips curve is an aggregate supply curve is to say that
fluctuations in output and employment in response to price level variations
represent the voluntary choices of individuals operating in markets which are
continually clearing. Since voluntary choices made on the hasis of erroneous
expectations are by no means the same thing as choices that lead to the
outcome which agents would have desired, this is not to deny that deviations
of output and unemployment from the ‘natural’ levels they would attain
if expectations were fulfilled represent a serious problem.t However, it is to

! Notice that in some of his subsequent writings on inflation-unemployment interaction Friedman
adopts an aggregate supply curve interpretation of the Phillips curve. See, for example, Friedman
(1975). : .

? See the papers by Armen Alchian, Robert E. Lucas and Leonard Rapping, Donald Gordon and
Alan Hynes, and Dale Mortensen, all in the Phelps (196g) volume.

* In later work carried out by Brunner and Meltzer and their associates, a version of the aggregate
supply curve in which the rate of change of output rather than the level of output affects the rate of
inflation appears. This form of the relationship appears to stem from their tendency to treat the
expected inflation rate as synonymous with the rate of change of the expected price level. Sce Brunner
and Meltzer (eds.) (1978) and particularly the comments there by Bennett McCallum.

¢ Thus, though I agree with much of what Willem Buiter (1980) has to say about this theory of
employment, I cannot accept his characterisation of it as ‘The Macroeconomics of Dr. Pangloss’, It
might be noted that in the aggregate supply curve interpretation of the Phillips curve, the natural
unemployment rate becomes a long-run equilibrium concept. In the price reaction function interpre-
tation of the relationship it seemns to me to be synonymous with the Keynesian concept of the minimum
feasible unemployment rate. For a perceptive discussion of some of the issues involved here sec Thomas
Wilson (1976). )
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locate the cause of unemployment, not in the failure of markets to bring to-
gether all willing buyers and sellers in ex ante mutually satisfactory trades, but
rather in a failure of markets (and other social institutions as well perhaps)
to convey sufficient information to enable the expectations upon which those
trades are based to be formed accurately in an economy subjected to stochastic
shocks.

If fluctuations in output and employment about their natural rates are the
result of the failure of expectations to be realised, the manner in which
expectations are formed must play a vital role in their analysis. That is why
the “rational expectations” hypothesis is a natural supplement to the aggregate
supply curve interpretation of the Phillips curve. If agents suffer losses in
utility as a result of making expectational errors, they have an incentive to
use all available information in forming their expectations up to the point at
which the marginal benefit from improving their accuracy equals the marginal
cost of doing so. The rational expectations hypothesis does not say that every
agent’s expectations are always as accurate (i.e. have as small a variance) as
they would be if he were equipped with a ‘true’ econometric model of the
economy in which he operates (though it is sometimes convenient to formulate
it that way in analytic and empirical exercises), but it does say that his ex-
pectations will not be wrong systematically over time and to that extent will
resemble those generated by such a ‘true’ model in being unbiased and
serially uncorrelated. An agent who forms expectations in a manner that leads
to systematic error will find himself persistently making the wrong choices;
hence in the very course of his market activities, he will be provided gratis
with the information necessary to eliminate that systematic error.

If each individual makes only random errors in forming expectations, two
questions naturally arise: how does it happen that at a particular moment
the expectations of a predominant number of agents in the economy should
be in error in one particular direction so that aggregate output and employment
come to deviate from their ‘natural rates’, and how does it happen that the
fluctuations in output and employment which are observed in any actual
economy come to display that pattern of serial correlation summarised in the
term ‘business cycle’? The answer to the first question given by Lucas (1972)
is by now-well known. If individuals have more up-to-date information about
the money prices that rule in the markets in which they operate as sellers
than about others, then in order to assess the pattern of relative prices upon
which their quantity decisions rest, they must form expectations about the
behaviour of other money prices. An unforeseen shock affecting the whole
economy which leads to a change in the general price level will influence
individual money prices, and will have its consequences everywhere misread
as reflecting relative price changes. Hence quantities supplied will everywhere
change.

If that was all there was to it, output and employment fluctuations would
be random over time. However, if there are time delays in getting information
to agents, if there are costs of adjusting output decisions once taken, or if
some of the goods over-produced in error in the face of a positive unexpected
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shock to the price level are durable, then the effects of that shock will persist
over time.! By the time its effects on output have petered out there will be
too many durable goods in the economy ~ capital will be ‘too deep’ — and
the marginal productivity of labour in terms of consumption in industries pro-
ducing durable goods will fall. If workers prefer to. take extra leisure when their
marginal productivity is low, and if the price system operates so as to inform
them. of when that is the case, there will be a voluntary fall in the level of
employment that will persist until the structure of the economy’s capital stock
is restored. The objection to this explanation of the cycle, that it predicts more
wage variability than we observe in the real world, can be countered by argu-
ments to the effect that firms and households find it mutually beneficial to enter
into wage contracts under which wages do not instantaneously fluctuate in tune
with the marginal productivity of labour, but under which firms are permitted
to lay off workers in such a way that the latter still take more leisure at times
when their marginal productivity is unusually low, even though the behaviour
of wages no longer signals the fact.

Readers will find the last paragraph reminiscent of the Austrian business
cycle theory of the 1920s and 1g30s, and that is no accident. It is the Austrians,
and not, as Solow (1980) has suggested, Pigou, who are the predecessors of
Lucas, Sargent and their associates. Like Ludwig von Mises and Friedrich
von Hayek, they have set themselves the task of producing a theory of the
business cycle that is firmly based on the notion that all market phenomena
represent the harmonious outcome of the voluntary choices of maximising
individuals. However these neo-Austrians have gone beyond their predecessors
to produce a theory in which output and employment as well as prices
fluctuate as a result of such voluntary choices. Whatever we may think of the
empirical relevance of that theory, and its proponents show an admirable,
and un-Austrian, willingness to submit their ideas to empirical tests,® we
must surely agree that its very construction represents an intelectual achieve-
ment of the highest order. '

One can admire a theory without agreeing with it, and there are many
including myself who would challenge the basic assumption upon which the
analysis just discussed is based, namely that it is legitimate to model the
economy ‘as if> markets always clear. It is one thing to agree that commodity
and asset markets dominated by specialist traders ought, and indeed do,

1 I base the following arguments on the papers of Lucas (1975), Thomas Sargent (1976) and
Lucas (1977). The first two of these papers are extremely technical and I am by no means sure that
I am doing justice to them in the discussion that follows. Milton Friedman has pointed out to me
that one can only say that errors are random or systematic if one is also specific about both the time
at which expectations are formed, and the period for which they are formed. If one is now planning
for, say a five-year horizon, then the rational expectations hypothesis permits the actual value of
any variable to deviate systematically from its ex anfe expected value over any interval of less than
five years. This matter is clearly related to questions raised by adjustment lags, the durability of
certain goods, and so on, since the horizon over which a decision taken now is likely to be binding
is also presumably the horizon over which a rational agent would scek to form expectations about
relevant variables. To the best of my knowledge, the published literature has not recognised this
point explicitly, and it deserves much more attention than I have space to give it here.

8 To comment on the empirical work in question, notably that of Robert J. Barro {(1978), would
take us beyond the scope of this essay. .
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display the characteristics associated with continuous clearing and rational
expectations, and quite another to attribute similar characteristics to the
markets for many components of final output, and above all to the labour
market. One may follow Hicks (1974) in distinguishing between ‘flexprice’
and ‘fixprice’ markets, assign the labour market to the latter category, and
argue that the interaction of inflation and unemployment is best analysed on
the premise that the Phillips curve represents the disequilibrium response of
prices to a mismatching of supply and demand.

Of course the ‘neo-Austrians’ are well aware that there is no Walrasian
auctioneer to set prices, and no recontracting to ensure that trade only takes
place at market clearing prices; but they do assert that individual agents -
or their representatives — are acute enough in their bargaining to ensure that
money wages and prices universally behave ‘as if’ markets operated along
such Walrasian lines, that they perceive the possibility of realising mutual
gains by adjusting wages downward when excess supply turns up in the
market in which they are operating, and act upon that perception.! However
one can have no difficulty accepting the proposition that, even in labour
markets, if it is mutually beneficial to lower money wages (or their rate of
change), agents will discover this and will agree to do so, but still find it hard to
understand how the relevant information is conveyed to the agents in question
without the intervention of quantity signals. In a Walrasian market, the
auctioneer can discover that the price is too high by adding up notional supplies
and finding out that they exceed notional demands, to use Robert Clower’s
(1965) terms, but how can participants in any actual labour market find out
that money wages there are too high without some of them discovering first that
they are unable to sell all the services that they would like at the going
rate?

If adjustments in the level (or rate of change) of money wages and prices -
to aggregate demand shocks are anything other than instantaneous, then
markets fail to clear, trade takes place at false prices, and quantity signals,
perhaps amplified by multiplier effects, become an integral part of the mecha-
nism whereby monetary changes are transmitted to the behaviour of the price
level. This line of analysis is as ‘Keynesian’ in spirit as the clearing market
approach is ‘Austrian’, and its existence permits one to subscribe to the
expectations augmented Phillips curve without also being committed to a
clearing market rational expectations approach to the analysis of economic
fluctuations. Moreover, the approach in question does not differ from the
clearing market view in denying that individuals perceive and then engage
in all available mutually beneficial trades. It simply denies that they do so
infinitely rapidly. I do not see why, as for example Barro (1979) has recently
suggested, to postulate an infinite speed of price adjustment in the face of
excess demand or supply is to conform to sound microeconomic principles,

! Robert J. Barro (1979) presents a particularly forceful and clearcut statement of what I am
calling the ‘neo-Austrian’ view on these matters. Robert Solow (1979) might be regarded as providing
a traditional Keynesian rebuttal of this line of argument. Note that questions of the relevant time
horizon, raised in footnote 1, p. 12, are again relevant here.
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and to postulate anything significantly slower is to propose an ‘ad hoc non-
theory’.

The non-clearing market approach to analysing inflation employment
interaction is not obviously incompatible with the notion of rational expec-
tations. If output fluctuations convey information about the appropriate
behaviour concerning price setting as this approach suggests, they can be re-
garded as constituting one of the ingredients of the expectations upon which
such behaviour is based. In that case the term Ag¢ in equation (1) can be
thought of as summarising influences upon expectations other than quantity
signals.? To say this begs the question of what those ‘other influences’ on expec-
tations might be, but leaves open the possibility that the same type of informa-
tion to which the rational expectations hypothesis draws our attention could be
incorporated without difficulty into models based on the non-clearing market
approach. Observations on the past behaviour of the money supply, for
example, might well provide agents with information about the appropriate
way to set prices, and might be included among those ‘other’ influences, as -
might, in an open economy, variations in prices ruling elsewhere in the world
economy, variations in exchange rates, and so on.?

The non clearing-market interpretation of the Phillips curve needs to be
reconciled with the basic facts of the business cycle. Once given, why do
output signals not result in an immediate adjustment of prices to a market
clearing level? The answer here is straightforward - a quantity signal will
lead to a response in price behaviour only to the extent that agents believe
that the shock which gave rise to it will persist into the future. Inability to
disentangle short-term from persistent shocks will lead to a tendency to under-
react to quantity signals, and hence to cause them to be drawn out over time.
I would conjecture that the Austrian-style arguments about the role of errors
made with respect to the production of durable goods in the business cycle can
be superimposed upon this fundamentally Keynesian explanation of the per-
sistence of output fluctuations should anyone wish to do so.?

Although theoretical analysis of the interaction of output, gmployment and
prices in terms of an expectations augmented Phillips curve can thus proceed
along two very different lines, it is a mistake to treat debate about these issues
as simply the latest round in the monetarist controversy. Though monetarists
and Keynesians are in much closer agreement than they were about the
empirical stability of the demand for money function, and about the empirical
nature of output-inflation interaction, they still take the same diametrically

1 Alternatively, as Michael Wickens has suggested to me, we may think of Ap* as being a rational
expectation of inflation conditional upon information available at an carlier time than that at which the
quantity signal is received.

* | base the foregoing discussion on conversations and correspondence that I have had with
Marcus Miller and Peter Jonson on various occasions. See also Clements and Jonson (1979).

3 A more extensive account of these matters is given in Laidler (1975), chapter 3. Note that Brunner,
Alex Cuckeirman and Meltzer (1g79) provide an analysis of persistent shocks within an aggregate
supply curve framework. Note also that Peter Howitt (1979) argues that, once explicit attention is paid
to the role of inventories in the price setting process, the contrast between clearing-market and non-
clearing-market approaches to economic modelling becomes blurred, and to some extent semantic
rather than substantive in nature.
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opposed views on the proper conduct of macroeconomic policy that they did a
quarter century ago, and divisions of opinion here do not, as I shall argue below,
depend upon differences of views about the theoretical basis of price-output
interaction. Since the policy debate is' undoubtedly a continuation of the
monetarist controversy, and since disputes about the theoretical basis of the
Phillips curve clearly deal with a new set of issues, it seems to me to be mis-
leading to treat what I have here termed the neo-Austrian view as synonymous
with monetarism, as for example Frank Hahn (1980) does. I shall discuss the
policy aspects of the monetarist controversy in Section IV, but before I do so, it
will be convenient to discuss the place of the monetary approach to balance of
payments and exchange 1ate theory in monetarist doctrine.

III. THE MONETARY APPROACH TO BALANCE OF PAYMENTS
AND EXCHANGE RATE ANALYSIS

The monetary approach to balance of payments and exchange rate analysis
represents in some respects a revival of the English Classical approach to these
"problem areas. However, the monetary approach differs in important ways from
Classical analysis, and the very characteristics that thus distinguish it are
borrowed from closed economy monetarism.! Most important, advocates of the
monetary approach postulate the existence of a stable demand for money
function, not just as a working simplification, but as an empirical hypothesis;
it is this hypothesis that transforms the approach from an accounting frame-+
work into a body of substantive theory. Furthermore, in early statements of the
doctrine, its proponents tied down the real income argument of that function by
assuming full employment but they soon learned how to replace this assump-
tion with an expectations-augmented Phillips curve approach to price-output
interaction.? In effect the monetary approach to balance of payments and
exchange rate analysis provided the means whereby these characteristically
monetarist hypotheses were made relevant to economies other than the United
States which, under the Bretton Woods system, was about as close an approxi-
mation to a closed economy that was also a separate political entity as the world
has ever seen. Monetarism thus only came to be important outside the United
States, not least in Britain, in alliance with the monetary approach to balance of
payments and exchange rate analysis.

Until 1971 the world was on a system of fixed exchange rates against the
United States dollar. Under such a system the existence of a stable demand
for money function, whose arguments are beyond the direct control of the
domestic authorities, implies that the money supply is an endogenous variable
that must adjust to demand. Given this insight, evidence that suggests, for
example in the United Kingdom in the 1g950s and 1g6os, that causation seems
to have run predominantly from money income to money, rather than vice

! The locus classicus for pioneering work on the monetary approach to balance of payments analysis
is, of course, Frenkel and Johnson (1975).
t See, for example, Laidler (1975), chapter 9, and Jonson (19764).
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versa, is no embarrassment to a monetarist provided that he is also willing to
attribute most of the variation in money income to causative factors originating
abroad. Moreover, although the expectations augmented Phillips curve tells
us that in general we should expect to find no stable inverse trade off between
inflation and unemployment, post-war United Kingdom data do display just
such a well determined relationship down to 1967, and this fact needs explain-
ing. The monetary approach to balance of payments analysis suggests two
complementary reasons why this should be the case. First it notes that, so
long as a fixed exchange rate is to be maintained, the prices of tradable
goods sold domestically are going to be determined in the loug run, not
domestically, but on world markets, and from this it follows that the domestic
price level’s long-run behaviour is going to be constrained by the behaviour
of prices in the world at large. Economic agents do not have to be more than
merely sensible to perceive this fact and to incorporate it into their expectations.
If world prices are relatively stable, and they were until the late 1960s, then
so are inflation expectations, and our expectations augmented Phillips curve,
equation (1), no matter how we interpret its microeconomic origins, will
predict that the data will generate a stable inflation~unemployment trade-
off. . .

This explanation of the existence of a stable inflation~unemployment trade-
off in post-war Britain is an important component of what may fairly be
called monetarist hypotheses, about the nature of the stop-go cycle in the
1950s and 1g60s and about the degeneration of that economy’s performance
in the 1970s, which contrast strongly with conventional ‘Keynesian’ accounts
of the same phenomena. The latter begin from the proposition that Britain
has a peculiarly high marginal propensity to import, so that, under the
Bretton Woods system, attempts to run the economy at a high degree of
capacity utilisation, though they produced only a small and on the whole
acceptable amount of inflation, were frustrated by balance of payments
pressure which forced a reversal of policy. The monetarist hypothesis about
stop-go, on, the other hand, has it that high levels of demand were associated
with high rates of domestic credit expansion which, under fixed exchange
rates, generated balance of payments problems in large measure as an alter-
native to domestic inflationary pressure. The conventional view seemed to
imply that Britain’s economic performance could be improved by adopting
exchange rate flexibility and allowing a depreciating currency to offset the
balance of payments effects of a high propensity to import. With a flexible
exchange rate, the economy could be run at a higher level of capacity utilisation
and could grow more rapidly without interference from a balance of payments
‘constraint’. According to this view a series of exogenous shocks and the
autonomous activities of trade unions undermined a basically well-founded
strategy when it was adopted in the 1970s. The monetarist view, on the other
hand, argues that the adoption of exchange rate flexibility replaced a balance
of payments problem with a domestic inflation problem when expansionary
policies were pursued, and did nothing to influence the economy’s ability to
sustain either a higher level or rate of growth of real income. For the monetarist,
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therefore, the deterioration of British economic performance after 1972 was
the predictable (and predicted) consequence of a policy of expanding aggregate
demand against a background of exchange rate flexibility.!

Now the monetary approach to balance of payments analysis does far
more than make monetarist analysis relevant to Britain. It also permits the
explanation of the international spread of inflation in the late 1g6os in terms
of the repercussions in the world economy of United States monetary expansion,
and it treats the breakdown of the Bretton Woods system as the culmination
of this process. However, it is only fair to note that such analysis performs
less well in the face of the behaviour displayed by the international monetary
system since exchange rates began to float in the early 1970s. The prediction
that the behaviour of exchange rates can be analysed fruitfully as if determined
in efficient asset markets does seem to be supported by the data. However, a
basic postulate of the monetary approach is that the equilibrium value of the
exchange rate between any two currencies reflects purchasing power parity.
Just as data generated under fixed rates show that the price levels of particular
economies can display considerable autonomy for substantial periods of time,
so under flexible exchange rates systematic and persistent deviations of exchange
rates from purchasing power parity do seem to be possible. Though purchasing
power parity considerations underlie the behaviour of long period averages
of data, implying that, ultimately the terms of trade between countries are
independent of monetary factors, there seems to be ample room for short
run deviations from the long run pattern. Just why this should be the case,
and what explains the patterns of such deviations as we observe, are important
and, at the moment, open questions.? '

Be all that as it may, the present regime of flexible exchange rates came
into being because the autherities in various countries learned that they could
not control such politically important variables' as domestic inflation and
unemployment while continuing to adhere to the Bretton Woods arrangements.
The diversity of inflation rates among countries since 1971 supports the view
that the adoption of flexible rates allows such variables to have their behaviour
predominantly determined at home; and long before the 1970s, monetarists,
not least of couise Friedman, argued that the adoption of exchange rate flexi-
bility was a necessary prerequisite to the pursuit of monetarist policies in
individual countries. In the 1970s we have seen the emergence of conditions
under which individual countries could implement independent monetary
policies, and as I have suggested above, it is mainly on the matter of policy
prescriptions that sharp differences between monetarists and their opponents
persist. I shall therefore devote the penultimate section of this paper to a dis-
cussion of these matters.

1 It is worth pointing out that I set out much of the foregoing argument in my 1972 Lister Lecture.
See Laidler (1975), chapter 10, where the lecture is reprinted. The argument is developed in further
detail in Laidler (19764a).

* Frenkel (1980) provides a useful and accessible overview of the issues involved here and the
evidence on them.
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IV. POLICY ISSUES

As we have seen, when it comes to propositions about the demand for money
function, the relationship between money and money income, and output
inflation interaction, there is a real sense in which ‘we are all monetarists
now’. The issues that nowadays distinguish monetarists from their opponents
concern the conduct of economic policy. As he did in the 1g50s the monetarist
still wants fiscal policy to stick mainly to its traditional tasks of influencing
resource allocation and the distribution of income and wealth, and monetary
policy to adhere to some simple -ule under which the monetary aggregates
do.not react to short-run fluctuations either in real output or prices; the
Keynesian on the other hand is still a proponent of activist stabilisation policy.

These policy issues are not independent of the theoretical questions that
we have discussed earlier, and indeed, much of the current popularity among
monetarists of the neo-Austrian approach to the analysis of price-output
interaction stems from the erroneous belief that it provides the only sound
basis for scepticism about the effectiveness of activist stabilisation policies.
Many Keynesians focus their attacks on that same piece of analysis in the
belief, just as erroneous, that if they succeed in refuting it, they also succeed
in restoring ‘the case for activist stabilisation policy. Now the approach in
question does indeed imply that output and employment can be influenced by
policy only to the extent that it causes prices to vary in a way that agents in the
private sector do not forsee, while the rational expectations hypothesis tells us
that if such effects were systematic, the private sector would discover the fact,
adapt to it, and thereby render policy ineffective. It follows at once that the
only macroeconomic policy that can influence income and employment is a
purely random one, and no supporter of ‘fine tuning’ could possibly recom-
mend that. ’

The argument just sketched out is logically watertight. So is this counter-
argument: if inflation-output interaction reflects the role of quantity signals
in the mechanism whereby various shocks, including those imparted by policy,
have their effects transmitted to prices, the way is opened for monetary and
fiscal policy to exert a systematic influence upon output and employment.
However, there is much more than this to be said about the feasibility and
desirability of activist policies. If there was not, how could it be that Friedman
(1960) was able systematically to state his views on policy more than a decade
before Lucas (1976) and Sargent and Neil Wallace (1975) developed the
theoretical arguments that are now so widely regarded as the only logical
underpinning of those views? The Lucas-Sargent-Wallace analysis certainly
provides a sufficient basis for monetarist policy prescriptions, but it is not a
necessary basis for them: it is one thing to say that the world is so structured
that policy can systematically influence output and employment in the short
run, and another thing altogether to say that policy makers have enough
kriowledge to use that ability in a way that will be beneficial.

If it is agreed that in the long run the Phillips curve is essentially vertical -
or perhaps even positively sloped if allowance is made for super-non-neutralities
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— then that certainly does not rule out the possibility of the economy slipping
below its natural rate of output in a short run that may be of considerable
duration, or the possibility that there exists an appropriate menu of monetary
and fiscal policies that might hasten its return to that natural rate without
generating any serious costs during the transition. As a first step to exploiting
this possibility though, those in charge of policy would need to know what
the natural rates of output and employment actually are. As a second step,
they would need accurate information upon where the economy actually is,
and where it would move in the absence of a policy change, not to mention
at what pace. Armed with this not inconsiderable amount of information, -
policy makers would know that they were in a position where it might be
useful to deploy some policy measure or other. To design the policy would of
course require them to know about the size and time path of the economy’s
response to the measures they might take, factors which even the loosest appli-
cation of the rational expectations idea tells us are likely to be influenced by
the policy measures themselves.

Now I will readily agree that we have the mathematical and statistical tools
available for tackling the design of stabilisation policy along the foregoing
lines, and I also agree that our econometric models contain answers to all
the quantitative questions that I have just raised. However the conclusion
that I draw from all this is that we are probably rather good at fine-tuning
econometric models.! One can rest the monetarist case against activist policy
on the proposition that markets always clear and that expectations are rational,
but one can also rest it on the much more down-to-earth proposition that we
are too ignorant of the structure of the economies we live in and of the manner
in which that structure is changing to be able safely to implement activist
stabilisation policy in the present environment, or in the foreseeable future.

Among the penalties for making errors in fine tuning that concern monetarists
are those that come in the form of uncomfortably high and perhaps accelerating
inflation that would result from setting over-optimistic targets for employment
and output. Thus, if there is something in the policy environmgnt that weakens
the ability of the inflation rate to accelerate, the penalties for such errors are
milder, and the case against fine tuning developed above can be softened
a little. In the 1950s and 1g6os, there can be little doubt that the British
authorities did succeed in fine tuning income and employment variables
within the rather narrow bounds laid down by what then appeared to be
balance of payments constraints. The monetarist interpretation of that period
implies that the background of monetary stability implicit in the commitment
to a fixed exchange rate was the real constraint on how far fine-tuning policy
could be pushed and also that it provided the necessary conditions for its
limited success. However the fact remains that the experience in question
does show that a limited degree of fine tuning is feasible if only a background
of long-run price stability is assured, and is seen to be assured.

It is hard for a monetarist to see how one could avoid assigning to monetary

1 John Helliwell has suggested to me that the application of policy optimisation techniques to such
models is better regarded as a test of their validity than as a preliminary to actual policy making.
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policy the role of providing that necessary assurance.! A fixed exchange rate
regime is one way of tying down monetary policy, and the adoption of some
sort of a2 money supply growth rule would be an alternative. But this means
that fine tuning would have to be by fiscal policy. Such a conclusion will be
of little consolation to American Keynesians who are forced by the inability
of American institutions to deliver rapid changes reliably in fiscal variables
to assign to monetary variables a far more important role in stabilisation
policy than their British counterparts ever did. However it may do a little
to cheer up the British, for whom a return to the days of ‘never had
it so good’ might be a welcome rslief from the consequences of ‘going for
growth’. > '

As should be apparent from the last few paragraphs, I regard the question
of whether governments should or should not indulge in a limited amount of
fiscal fine tuning as a secondary issue for monetarists.? Related questions
concerning public sector borrowing and the share of the public sector in
National Income are even more peripheral to the monetarist debate. No
matter what the public perception of these matters might be, I insist that
monetarist doctrine tells one that there are severe limits to the extent to which
public sector borrowing can be financed by money creation, and beyond that
has nothing to say about whether a ‘high’ or ‘low’ level of such borrowing
is in and of itself desirable. Similarly monetarism offers no guidance as to
how big the public sector of any economy ought to be. It is a macroeconomic
doctrine and the issues at stake in debates about the size of the public
sector, the welfare state, and so on are fundamentally microeconomic in
nature.

Monetarism however has had a good deal to say about wage and price
control policies. It has opposed them, not just for ideological reasons, but
for the much more down to earth reason that they have not been expected
to work.® This position has been mainly and justifiably defended on the basis

! It is worth noting that the Radcliffe Committee (1959) regarded the task of monetary policy to
be the achievement of background stability for the economy. Their view differed from the monetarist
approach to the same issuc in putting interest rates at the centre of the policy making process rather
than any monetary aggregate. In the kind of sociological theorising about inflation that was particularly
popular in Britain in the early 1970s incomes policy was to be assigned the task of stabilising prices
and expectations,

* 1 would emphasise that this is not a new position on my part. It is one that I have consistently
taken. Of course the questions about the effectivencss of fiscal policy are important cnes for macro-
economists, and the Brown Univesity Conference on Monetarism (see Jerome Stein, 1975) dealt
almost exclusively with such issues. I accept Purvis' (1980) judgment that the outcome of that con-
ference was to show beyond a reasonable doubt that *fiscal policy matters® but also his judgment
that in retrospect the debate about the effectiveness of fiscal policy has not been the most important
one in the monetarist debate, however important an issue it might be in its own right for macro-
economics.

Finally note that the foregoing discussion ignores the question as to whether, even if we had enough
knowledge to ensure that fine tuning could be used beneficially, the political process would permit
it to be used in that way. This question, as Milton Friedman has pointed out to me, is a vital one in
any practical debate about activist policies.

+ * Of course there has becn a considerable ideological content to the monetarist debate and 1 would
not deny that for a moment. Nor would I take the position that there is anything reprehensible about
ideological debates per se. I play these issues down in this paper not because, from a broader perspective

I would regard them as unimportant, but because my expertise as an economist does not put me in
a position to say anything very. useful about them.
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of empirical evidence: in the post-Korean war period it is hard indeed to
find any wage-price control scheme that has not produced disappointing
results over any period longer than a few months. However monetarists have
also sometimes opposed controls on theoretical grounds, particularly in the
context of open economies. They have noted that under fixed exchange
“rates the behaviour of world prices and hence the domestic prices of traded
goods cannot be controlled by domestic regulations, any more than can the
money supply. They have also pointed out that under flexible rates, though
the money supply is under control, neither the exchange rate nor world
prices can be regulated separately. In either case in an open economy wage
and price controls inevitably impinge upon ‘the domestic component’ of the
price level and are hence, policies towards relative prices. For that reason,
they carinot for long influence the behaviour of the general price level, unless
they are accompanied by a battery of quantitative restrictions, not least on
foreign trade, that very few of their advocates have been willing to con-
template.

In the 1g6os wage and price controls came to be regarded as an alternative
to monetary policy in the control of inflation, and in the early 1970s serious
attempts were made in both Britain and the United States to use them as
such. In both cases the attempts failed sufficiently dramatically that the
proponents of controls now regard them at best as supplementary devices
to be deployed in harmony with more traditional demand side policies rather
than as a serious alternative to such measures. Though such a viewpoint stops
short of the blanket opposition to controls that, along with other monetarists,
1 would still be willing to defend, it does represent a substantial move in a
monetarist direction from positions taken a decade ago. Here, as in other
instances, much of the heat has gone out of the monetarist controversy.t

There is more to practical monetarism than scepticism about fiscal fine
tuning and opposition to wage and price controls. Its key positive tenet is
that monetary weapons should be assigned to the attainment and maintenance
of long-run price stability, and hence that those same monetary weapons not
be used for fine tuning purposes. In this respect, as with the other components
of the doctrine which we considered earlier, there has been a considerable
growth in the acceptance of monetarism. Propositions about the desirability
of setting rules and targets for the growth of monetary aggregates are now
commonplace in the statements of Central Banks. If monetarists complain -
and they do - about the failure of Keynesian policies since the mid 1g6os, then
simple fairness requires them to say something about the lessons that they
have learned about the viability of their own policy proposals from" what
many observers believe to have been widespread and sustained efforts to
apply them during the 1g970s.

1 Michael Parkin, Michael Sumner and Robert Jones (1973) is still an admirable source of
information about wage and price controls in the British econcmy. Michael Walker (ed.) (1976)
contains much useful information on other countries. Note that the views that I state here about the
importance of using wage and price controls, if they are to be used, in conjunction with monetary
and fiscal policy, rather than instead of such policies, are those of the McCracken Committee. See
McCracken et al. (1978). ’
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The first thing to be said on this score is that the case for monetary growth-
rate rules, as initially stated by Friedman (and Edward Shaw) was put in
terms of the capacity of such a policy to maintain stability in an already stable
economy - it was a policy prescription for staying out of trouble. However it
has been only since our economies have found themselves deeply in trouble
that monetarist policy proposals have attracted the attention of policy makers.
There is much less unanimity among monetarists about how to tackle the
problem of restoring stability than there is about how to maintain it. Though
all monetarists would agree that a return to a modest growth rafe of some
monetary aggregate or other is the long-run goal, the neo-Austrians would
favour a rapid return to such a rule, while those of us who take a more tra-
ditional view of the nature of the Phillips trade-off have advocated ‘gradualism’.

Unless we take the cynical view that the rhetoric of central bankers bears
no relationship to their intentions, we must conclude that in a number of
places attempts have been made to implement gradualist policies. There
are two questions to be asked about those attempts: first, is it the case that
those attempts have resulted in a systematic and gradual reduction in the
rate of growth of any monetary aggregate? and second, if such attempts have
anywhere been successful, did that success lead to a reduction in the inflation
rate? As is well known, policy has in the main failed on the first count. Only
in Canada, to the best of my knowledge, have the authorities set, and on the
whole succeeded in achieving, pre-stated monetary growth targets over an
extended period. It is equally well known that the single most important reason
for this failure, at least in the United States and Britain, has been the un-
willingness of those in charge of monetary policy to give up setting interest
rate targets when they adopted targets for the money supply, combined with
a proclivity to stick with the interest rate target when the two came into
conflict, as they inevitably had to sooner or later. This was not been universally
the case, however. Germany and Switzerland have had difficulty sticking to
money supply targets because of concern with the behaviour of the exchange
rates rather than interest rates, as Sumner (1979) has noted, while political
concern over the exchange rate and interest rates during the winter of 197980
posed a serious threat to the continuation of the Canadian experiment.

It would be easy enough to argue in the light of all this that recent experience
offers essentially no test of monetarist gradualism, but that seems to be going
too far. Monetarists have usually treated questions of income distribution and
resource allocation as separate and distinct from those of monetary policy.
This dichotomy is a useful one when the problem for monetary policy is to
maintain already existing stability, but can all too easily lead one to neglect
the way in which monetary policy interacts with allocation and distribution
when its implementation requires sharp (albeit temporary) increases in interest
rates. A key factor here is of course the political importance of the housing
market, and of the behaviour of mortgage interest rates. In retrospect, it is
clear that monetarists did not do a very good job of educating policy makers ~
both elected and otherwise — about the problems that adopting monetarist
policies would generate in this area. Some of us did raise these matters, but



287

1981] MONETARISM: AN INTERPRETATION AND AN ASSESSMENT 23

apparently not loudly enough.! High interest rates have turned out to be
more difficult for politicians to face up to than high unemployment rates, and
that was not foreseen.

There are also technical problems with implementing monetarist policies.
The manipulation of interest rates as the centrepiece of monetary policy long
antedates the Keynesian revolution, and was quite appropriate in economies
whose monetary rule was to maintain convertibility into gold or some other
currency at a fixed price. However the day-to-day operating procedures of
central banks, the very organisation of their decision making processes, not
to mention the structure of the private markets in which they operate are
all geared by force of tradition to making and implementing decisions about
interest rates. Although monetarists have done a great deal of work on the
basic economics of the money supply process under different policy regimes,
and though some of them, notably Brunner and Meltzer, have frequently
scolded their colleagues for neglect of these issues, hindsight suggests that
they did not recognise the extent to which the problem of implementing a -
different monetary policy might require a basic overhaul of institutions if it
was to be solved, an overhaul that might involve a considerable break with
traditional practices, and hence be hard to implement, or that, if they did,
they were unable to convince policy-makers to undertake that overhaul at
the same time as they adopted monetarist rhetoric.

If central banks, apart from the Bank of Canada, have not in fact succeeded
in smoothly slowing down monetary expansion rates in a sustained way, a
number of them have nevertheless managed to create contractions in monetary
growth rates that have been sharp and persistent enough to bite. Associated
with these contractions, have been the ‘shifts’ of the demand for money function
that I discussed earlier in this paper. As the reader will recall, I argued that
these shifts were, in all probability, real phenomena, and not statistical artifacts,
that such shifts were nothing new, and that they were probably to be explained,
at least in part, by institutional changes which themselves might plausibly be
interpreted as a response to monetary policy. I believe that these shifts of the
demand for money function, relatively small though they have been, force us to
reassess a fundamental tenet of practical monetarism, namely the injunction to
fix ex ante a growth rate rule for the money supply, and then ensure adherence
to it by taking away from the monetary authorities the discretion to do
otherwise.

Objections to such a proposal have frequently been cast in terms of the
question ‘How are you going to define the money supply for purposes of
implementing this policy?’ The answer typically given has been that it does not
much matter, because if the rate of growth of one monetary aggregate is
pinned down, all the others will end up behaving consistently, at least on
average over the kind of time periods for which stability in monetary policy
is really important. That answer is surely valid if one is dealing with an

1 See Laidler (ed.) (19764), particularly chapters 7 and 9, for an carlier statement of my own
views on the role of the housing market and its interaction with monctary policy and inflation. 1 readily
acknowlcdgc,t.hat the source is an obscure one. .
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economy in which there is no institutional change in the private sector, but
that does not make it as adequate a response to the question as I once thought
it did. Suppose we agreed to set a rule for the growth rate of M1 and that
initially we could agree on what assets to include in that aggregate. What if
after the rule had been implemented some new asset, for example a new kind
of chequing account, evolved? Perhaps the demand function for M1 as initially
defined would then shift, but if ex post we included the new asset in our
definition of M1 we might still be able to show that the demand for narrow
money had not ‘reaily’ shifted, after all.

Such problems would not arise if we were not too specific in laying down
the precise definition of money that was to bind policy makers in the future.
However, to do that would leave it open to the discretion of someone at some
time in the future to decide just how to define the monetary aggregate whose
rate of growth was tied down with a rule, and that amounts to giving them
the discretion to ignore the rule in question. It is hard to resist the implication
that it does not seem to be possible, let alone desirable, to eliminate all scope for
discretionary policy in a world in which the monetary system is in a state of
evolution. I hasten to add that this does not imply that attempts to implement
short-run fine tuning of the economy by way of manipulating interest rates are
all of a sudden alright, or that it is fruitless to require central banks to announce
target ranges for monetary expansion over, say, one or two year time horizons.
However it does imply that it is as a practical matter impossible to prevent
policy makers doing the wrong things if they so wish by tying them down to
a monetary growth-rate rule. Unless we can accurately foresee the path that
innovations in the financial sector are going to take, someone somewhere is
going to have to be granted the discretion to deal with them when they arise.
The monetarist injunction not to use monetary policy for fine tuning is not
affected by these considerations, but the proposal that the once and for all
enactment of a simple rule can lead to that injunction being implemented is
undermined. That seems to me to be a rather severe criticism ‘of monetarist
policy doctrine.

V. CONCLUDING COMMENTS

As the reader will by now have seen, it is my view that the core of monetarism
has consisted of a series of empirical propositions and policy prescriptions, all
of which are quite consistent with mainstream economic theory. One can
approach the analysis of social questions in terms of the maximising behaviour
of individual agents without believing in a stable demand for money function,
or a vertical long-run Phillips curve, but evidence that such relationships
exist need in no way disturb one’s theoretical preconceptions. Although there
have been episodes in the monetarist debate where the relevance of main-
stream economics to the analysis of such social questions as inflation and
unemployment has been vigorously questioned, particularly in Britain, it has
mainly been about questions amenable to being settled with reference to
empirical evidence, as Mayer (1978) has also argued.

Viewed in this. light,- I would suggest that, in all but one aspect, the
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monetarist debate is as close to being over as an economic controversy ever
is. The demand for money function does seem to be more stable over time
than the early critics of monetarism suggested, while shifts in it have been
neither new phenomena, nor of sufficient magnitude seriously to undermine
long-run relationships between money and money income. Puzzles about
‘reverse causation’ in the data for countries such as Britain cease to be puzzles
when the openness of the economy and the nature of the exchange-rate regime
are taken account of. There is now much less disagreement about the empirical
nature of the interaction of real income and inflation: there is a short-run trade
off between inflation and unemployment and it does seem to vanish in the
long run. Though we should not under-rate the importance of the consensus
that has been achieved on the foregoing issues - or neglect to mention explicitly
that the consensus in question is not universal - this does not mean that there
is now no controversy in macroeconomics. As we have seen two areas remain
contentious.

First, one aspect of the monetarist debate remains alive, and that concerns
the proper conduct of monetary policy. I doubt that my own view, that the
case for governing monetary policy by rules is impossible to sustain in the
face of careful consideration of the influence of institutional change on the
behaviour over time of the demand for money function, will find a great
deal of support among monetarists at present, while I would be surprised to
find it regarded as sufficient of a concession to ‘fine tuning’, and it really
is no such thing, to satisfy the Keynesians. Thus, I would expect debates
about this matter to keep the monetarist controversy alive for a while yet.

The other, and in my view far more important, issue has to do with the
market-theoretic foundations of macroeconomics. The issues raised by Lucas
and his collaborators are not the issues that have traditionally concerned
participants in the monetarist debate and it is misleading to approach them as
if they were. The debate about the assumptions of clearing markets and rational
expectations as a basis for macroeconomics is a new one, and as Brian Kantor
(1979) has suggested is really about whether Keynes’ General Theory carried
economics forward or took it on a fruitless detour. Though it has very little to
do with monetarism, it nevertheless concerns issues of fundamental theoretical
importance for macroeconomics. Let us hope that this new controversy proves
to be as fruitful as the monetarist controversy has been.

University of Western Ontario D. LAIDLER
Date of receipt of final typescript: August 1980
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In what is now a classic
article (1954), Henry
Latané showed a close
relationship between
income velocity and
interest rates. This fall,
Latané tested the
original equations on
data from the mid-50's
through 1981. Not only
did the retationships he
predicted 30 years ago
hoid; but Latané believes
they suggest compelling
reasons why President
Reagan’s economic
policies cannot succeed.
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[FROM VIEWPOINT/FALL 1981]

Why Tight Money Causes High Interest Rates

By Henry A. Latané

Rarely has the Federa! Reserve's tight
money policy been recognized by econo-
mists as the primary cause of the present
high interest rates. Yet there is clear evi-
dence that this policy is at the heart of the
matter.

The tighter the monetary policy, the lower
the proportion of the Gross National Pro-
duct (GNP) that is held as cash, the less
people have to spend, the lower bond prices
wilt be and the higher interest rates will be.

At the same time, the tighter the monetary
policy and the smaller the amount of avail-
able cash, the more times that cash will tum
over during the course of a year (a phenome-
non known to economists as income veloc-
ity). Therefore, tight monetary poficy is asso-
ciated with decreased cash balances, in-
creased turnover for those balances (increas-
ed income velocity), and increased interest
rates.

These relationships not only are justified
by theory, but they are confirmed by the rec-
ord of the last 60 years. Research | published
in 1954 showed a strong association between
interest rates and income velocity for the
years 1919-1952. A recent update shows that

- interest rates and income veiocity have con-

tinued to move together through 1981,
Annual Average

Velocity interest Rates
{GNP/M1-B} {percent)
1922-1929 375 4.40
1848-1950 242 270
1959-1963 367 4.36
1979-1981 6.56 12.32
Sept. 1981 6.8 154

Since World War II, income velocity has
been increasing, and interest rates have ris-
en. During the period from the 1920's to the
late 1940's when income velocity declined,
so did interest rates. When velocity rose
again in the early 1960's to reach its pre-De-
pression levels, so did interest rates.

The relationship of income velocity and in-
terest rates cannot be disregarded in formu-
lating monetary and fiscal policy. Stable
velocity—and hence stable interest rates—
is as essential to balanced economic growth

Long-Term High Grade Bond Yields
and Income Velocity, 1919 - Sept. 1981
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on monetary growth alone has led us into our
present predicament. The Federal Reserve
Board must eventually relearn that the cost
of money is measured by interest rates as
well as by commodity prices.

The current Reagan economic policy as-
sumes that restrictive monetary policy can
be used to control infiation and to lower in-
terest rates while continuing to allow eco-
nomic growth. Based on the record, this is
unlikely to occur, Lowering interest rates has
historically been associated with Jower-
ing—not increasing—velocity.

If an increase in income velocity does oc-
our, the record indicates it will be accompa-
nied by extreme upward pressure on interest
rates, and the increased likelihood of a finan-
cial collapse. If the increase in velocity does
not occur, it will be because the growth of
nominal GNP is lower than the growth of the
money supply (M1-B).

If the growth of the money supply is re-
stricted to 3 percent per year—a target for
economic growth that has frequently been
cited—then the growth in nominal GNP will
be less than 3 percent because, by defini-
tion, velocity equals GNP divided by the
money supply. This pattern of growth is
possible, but only under depression condi-
tions. And even under those conditions, the
present high velocity would keep interest
rates high and make it unlikely for rates to
fall enough to stimulate the economy. So the
depression scenario would be reinforced.

Dr. Latané is Meade H. Willis, Sr. Professor of

as is steady monetary growth. Over-reli

ance
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CASH BALANCES AND INTEREST RATES--
Twenty-eight Years Later

Henry A. Latane

Willis Professor of Investment Banking Emeritus
UNC Chapel Hill

In portfolio theory capitalized values of financial assets are directly
associated with proportionate cash balances (k). When wealth-holders find
themselves with too much money so that k is high (velocity is low) they
tend to buy other financial assets thus forcing up capitalization factors
(1/r) and hence reducing interest rates. When interest rates are high
(capitalization factors low) wealth-holders economize on cash balances thus
Towering k.(and increasing v). This portfolio balance relationship can be
expressed either by

A . 1
k = bo b]( /r)
or

N\
_(1/r) = b0+b1k

where b0 and b] are the intercepts and slopes of the two equations. These
models were developed and tested by me in 1954 [Review of Economics and
Statistics, 1954, pp. 456-460].
In 1963 Carl Christ of Johns Hopkins made the following comments on this
paper:
Originally, this was intended to be a study of the effect of interest
rates on the velocity of circulation, using as a point of departure
a paper by Latané. Latane plotted the inverse of Moody's Aaa bond
rate on one axis and on the other axis the Cambridge k, defined as
éurrency and déﬁaﬂd deposits divided by GNP, for the years 1919-1952.
The scatter diagram looks roughly linear with a positive slope. (If

the Cambridge k and the inverse of the interest rate are linearly and
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positively related, then k and the interest rate itself are related
by a hyperbola that looks much like the Keynesian liquidity pre-
ference curve. Latane fitted two straight lines to these data,

one including all of the years from 1919 to 1952 and one omitting
1932, 1933, 1942, 1946 and 1947 because, he said, "They were not
considered representative®. Even without omitting these years, the
inverse of the long-term rate explains 76% of the variation in k.

As the years went by, I plotted the new data on Latane's graph, and
something happened that is very remarkable in the brief history of
econometric equations: the new points were closer to the regression
line than the points of the sample period. I fitted the same equation
by least squares to a longer period 1892-1959 and obtained almost the
same slope (.72 as against Latane's .80), and again the inverted
interest rate explained 76% of the variation of k. [“Interest Rates

and Portfolio Selection"in Measurement in Economics. Stanford University

Press, 1963.]
Perhaps more recent outcomes of regressing K on 1/r can be summarized

by an extension of Christ's results:

Table 1}
. 2 .

b0 b1 R Period
I1a* 00+ 795 .76 1919 - 1952
1ib* 131+ U716 .76 1892 - 1959

.090 + .846 .75 1919 - 1958

.095 4+ ,740 .88 1959 - 1980

.077 + .888 .89 1919 - 1980

*Christ's results
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These data and the charts speak for themselves. There is a highly
significant relationship between capitalization factors and proprotionate
cash balances and hence, by definition, between long-term interest rates
and velocity.

The explanatory power of the 1954 model measured in R2

actually was
higher after it was first published than in the pre-publication period and
the regression coefficients are very stable cver the whole period.

Chart 1 shows the long-term relationship. Since World War II, interest
rates and velocity both have risen sharply but during the period from
the 1920s to the late 1940s when velocity declined so did interest rates.

When v rose again in the early 1960s to reach its pre-depression level, so

did interest rates. These data are shown in Table 2:

Table 2
Annual Average

Velocity Interest Rates

(GNP/M1-B) (Percent)
1922-1929 3.75 4.40
1948-1950 2.42 2.70
1959-1963 3.67 4.36
1979-1981 6.56 12.32
Sept. 1981 6.8 15.4

The predictive power of the 1954 model meets the requirements for
good theory outlined in Professor Milton Friedman's extremely influential
“Essay on the Methodology of Positive Economics". In this essay Friedman
says:

Viewed as a body of substaﬁtive hypotheses, theory is to be judged

by its ﬁrediﬁtf?é power for the class of phenominé which it is intended

to “explain”. Only factual evidence can show whether it is “right" or

"wrong" or, better, tentatively "accepted" as valid or "rejected".
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As 1 shall argue at greater length below, the only relevant test

of the validity of a hypothesis is comparison of its predictions
with experience. The hypothesis is rejected if its predictions are
contradicted ("frequently” or more often than predictions from an
alternative hypothesis); it is accepted if its predictions are not
contradicted; great confidence is attached to it if it has survived
many opportunities for contradictions. Factual evidence can never
“prove” a hypothesis; it can only fail to disprove it, which is what
we generally mean when we say, somewhat inexactly that the hypothesis

has been hconfirmed" by experience. [Friedman, 1953, pp. 8-9.]

12-654 0 - 83 - 20
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INTEREST RATES AND MONEY VELOCITY
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The Underlying Model

In spite of the continued high correlation and stable regression
coefficients of the linear relation between proportiosate cash balances
and capitalization factors, the significance of the interest rate-velocity
nexus has not been generally recognized. For example Eugene Fama [AER,
Sept. 1981, p. 549] refers tu "the general finding in the money demand
literature that the interest rate is the weakest variable in empirical
money demand equations". There are a number of possible reasons for this
lack of recognition including variable specification and the form of the
equation.

In the first place, one of the biggest problems in testing for monetary
effects is the confounding of two separate demand functions--(a)lthe demand
for money to facilitate transactions and (b) the demand for liquidity.

The 1954 equation is concerned only with money to .facilitate transactions
and hence Money is defined as M1 or MIB. Carl Christ [1963, p. 205)] suggests
that the reason that the re]ationéhip between k and 1/r fits so poorly when
time deposits are put in the money stock and so much better when they are
not is because part of the effect of the change in interest rates might
induce shifts into time deposits when rates are high and back into demand
deposits when rates are Tow.

The confounding of monetary demand functions is widespread in the
literature. Friedman and Meiselman made a2 well publicized study showing
that monetary velocity was much more stable than the investment multiplier.
In this study, they find that velocity including time deposits is more
stable. than excluding such deposits. However, they ignore the effects of
interest rates on velocity. But clearly interest rates have a differential

effect on demand for cash balances and demand for time deposits and equally
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clearly, allowance should be made for this effect in evaluating the demand
functions for the two variables.

As another example of confounding consider the present confusion about
the effects of the great expansion of liquid assets. Robert Weintraub
states.the matter clearly in a Letter to the Editor WSJ Oct. 14, 1981:

Robert A. Mundell writes that M1B is no longer a reliable money measure

because of "the confirmed role (off-shore) markets play in contributing

to inflation".

As a matter of logic, offshore markets and other new financial
developmeﬁts can contribute to inflation only if they increase. the

rate of rise of money's velocity. However, they have not. Since the

early 1950s, the rate of rise of MIB velocity has been quife steady--

3.2 yearly. It increased 3.4 yearly from 1956 to 1967 and 3.0 from 1958

to 1980. From 1977 to 1981 (first quarter), despite the enormous growth

of such factors as Eurodollars and money market mutual funds, the yearly

increase in MiB ranged only between 2.2% and 4.3%. In the 1956-1960

period, it ranged between 1% and 6.6%. '

My point 1is not a nitpick. Mr. Mundell's arguement depends crucially on

MIB's velocity rising more rapidly and uncertainly in recent years.

Use of the proper interest rate also affects results. Short rates
usually are used. However, portfolio theory calis for balancing cash holdings
with.the capitalized value of long-term financial assets and the reciprical of
the long-term rate is the logical capitalization factor. For example, a 3
percent change in long-term rates from 3 to 3.09 would cost the holder of
perpetual bond a full year's interest through a decline of capitalized value.

Similarly a 6% change in the long rate from 6 to 6.36% also would cause the -
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loss in capitalized value equivalent to one year's interest.
Christ's [1963, p. 205] discussion of this point is well taken:
If the variations in k are indeed due to changes in interest rates,
it might be expected that short-term rates would provide a better
explanation than long-term rates, since short term assets are better
substitutes for money than are long-term assets. Yet, as stated in the
last sentence of the preceding paragraph, the reverse was true. A
possible key to this puzzle is the following: Suppose that the demand
for real currency and demand deposits depended linearly on real wealth
(expressed as capitalized real GNP) and on real GNP itself. Then a
Tong-term rate would be better.than a short-term rate for capitalizing
GNP,
The form of the testing equations also is important. Since the end of
WWII both velocity and nominal interest rates héve trended upwards. Most
effort in determining monetary effects have e]ihinated these trends and have
concentrated on explaining deviations from trends. But the trends themselves
are a crucial part of the problem and cannot be disregarded. We are interested
in the effects on interest rates not only of unexpected deviations in money
and velocity but also in the actual velocity because this velocity is a measure
of the work done by a given quantity of money and so influencesthe capitalization
factors necessary to bring money holdings in line with holdings of other capital

assets.
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Policy Implications

The policy implications of the charts possibly can be shown best by

use of the old equation of exchange
MV=PT

The o?igina] quantity theorists assumed that V, the turnover of money, was
approximately constant and that T, representing real income was exogenous
so that changes in M would work themselves out directly by changes in prices.
The newer version of the theory is that the steady growth in V over the post-.
war years has been an institutional development. With either version V has
little explanatory power for other economic variables such as real or nominal
interest rates.

The question of whether inte?est rates are largely independent of V,
as is the position of the quantity theorists, or are being led upwards by
the rise in velocity as is effected in Chart 1 is of great importance at the
present policy juncture. If we accept the Fisher effect hypothesis that high
nominal interest rates are caused by inflation which in turn is caused by
printing foo much money, then we are at a loss to explain the present juncture
of events.

The following quote from Leanord Silk’'s Comumn in the NYT of Feb. 12, 1982
gives the present position amdng the monetarists:

If the academic economists are confused, so are the alleged financial

experts. Leif H. Olsen, the chairman of the Citibank's economic policy

committee says "The prevailing opinion among manager's of financial

businesses is that interest rates cannot be predicted". ...Despite

the grééf churning the market has been going nowhere as interest rates

hang high. "Olsen, a monetarist, declares that interest rates "remain

inexplicably high relative to cooling inflation and a declining economy
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as the recession continues. He notes that real interest rates (after

subtracting current inflation) have averaged about eight percent since

the end of 1980.
High real rates, of course, are much more detremental to investment than
high nominal rates which may be offset largely by inflationary gains. The
last time real rates were at or over 8% was in 1932-1933.

On the other hand, if we accept the validity of the relationship between
V and r demonstrated in the charts then we can explain the fact that interest
rates still are at or near their peaks even though inflation obviously has
declined. If the past is any guide to the future and the picture on the
chart is at all realistic then a V of 7.0 or more would be accompanied by a
long-term rate of over 15%. The present position on the chart is the exact
antithesis to the so-called liquidity trap which prevailed when interest rates
were very low. When velocity and rates are low a 10% change in velocity from
2 to 2.2 would lead to an-estimated change of only a .2 percentage point in
estimated interest rates. At present levels of V, a 10% change in velocity
from 6.0 to 6.6 would lead to a 2.6 percentage point change in estimated
interest rates and a 10% change from 7 to 7.7 in V would lead to a change
of 5.3 percentage points in long term rates. Present velocity is around 6.7
so we are, and will continue to be, in an area of extremely high and volitile
interest rates unless present monetary policies are revised drastically.

By definition V=PT/M hence it is a truism that V can be reduced only if
M increases faster than PT. In the present environment a speed-up in monetary
growth might well be self-defeating in that it would lead to an increase in
inflatfonary expectations and hence in P, the price level, so that interest
rates and velocity might get even higher. More likely, under present depreséed

conditions an increase in money supply would not necessarily rekindle inflation,

but would lower V and interest rates. From a longer range the major adjust-
ments necessary to get V and r down substantially and to correct the
unfortunate post-war trend in nominal interest rates may well call for

some sort of tax incentives for price and credit control.
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Monetary Control and the Critics

By PROF. RAYMOND LOMBERA
wmm .

The Federal Reserve is & beleaguen;d'.

institution. The considerable volatility
of interest rates and money growth over

the past 30 months have led monetarists .

to argue that the changes in monetary
control announced in October 1979
represented more form than substance.

Nonmonetarists, presumabiy looking
at the same "facts, conclude that
monetarism has been tried and shown

to be a failure. They call for an im-

mediate easing of policy — i.e., higher

money growth and, allegtdly, lower:

interest rates. Even foreign central
banks, normally reluctant to criticize
- brethren, have publicly lectured the
Federal Reserve on the disruptive ef-
fects purporledly generated by its
policies.

Simply put, cnhclsms of (he Fed and '

advice on how to “improve” are not in

:short-"supply in either financial or

lcndemlc ci;cles Wllhout denying the
of a

crucial aspects of ° monetury policy, g

submit that the unrelenting criticism of

the Fed's strateggy and tactics, however
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lﬁe Fed's former procedures.

.Believing that pictures are worth

many words, | have depicted the'guts
of . the- story in two simple graphs.
(Knowing .that there are those who
normally” eschew such “esoteric” de-
vices, .1 have subjected.what follows to
Alfred Marshall's litius test. This giant
of the economics profession, himsell no
lover of [the unnecessary use of
mathematics: and graphs, once argued
that f. you:could not explain_the point

in words to yourvnfe it must be-wrong.
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Unfortunately, more often than not,
things went awry. To see what often
happened, focus in oo MD and MS$
(old).in Pigure IL. Suppose that subse-
quent-to_an FOMC meeting, money
demand by ‘the public unapeded]y
strengthened (MD shifts to MD’).
Given the Fed's operating
the bulge in money demand would at
least lmtially be folly accommodated”
(point B in Figure I1), and'the money .
stock (M70-79) would overshoot thz

et. .
targ ly, the Fed would usudly

pme-)

Shown in F’gure 1are three dlffuent.
money supply (MS) functions, ‘each
applicable to a different Fed operating
regime, and one money demand (MD} .
function. The latter is downward slop- .

indicating that as interest rates fall

well intentioned and
-often cnnfuscd nther lhnn clarihed

issues, . |
The mast recent exlmple of this is the
charge that the ‘Fed’s nonborrowed-
reserve approach to monetary control,
first implemented in.October 1979 and,
according to the. Fed, .refined (im-
proved?) in various ways since, does not
represent a substnnuve change in the
ir of

policy. Analyhcally and - -empirically,

lherv is little doubt in my mind thal
a fund: tal change

Whether it goes too. flr or not - far
enough is a subject - better left for
-another day. Here I will confine myself
to describing the essential .features of
the change and contrasting them with

(rise),

Under the procedures used by the Fed
from the early 1970s up to October
1979, the pancy-makcrs came fogether

the pubhc will increase
(decrease) their -demand for money. °

raise the federal funds rate, thus shift--
ng MS (old) up vertically (reducing the
growth rate of money).. The problem

.was that the Fed could not bring itself
- to raise the interest rate by very much

in the  short_ run.- Thus the rise in |

- permitted to occur .over the short run

(week to week and month to month)
was typically quite small, leaving the.
money stock well above. the target and
the financial system close to the situa-’
tion depicted by point B, - . :
Under the new . procedures,” the .
FOMC seleets a growth path for non-

each month in a meeting of the Fedenal
Open Market Committee to select a
target for the .money stock (M*) and
then, given their estimate of the slope
and position of the money-demand
function, they picked the level of the
interest rate — the federal funds rate
to be specific — they thought would
be consistent with M* (il in Figure l)
The manager of the Fed's

was then instructed to supply reserves,

and therefore money, as needed to peg-
the funds rate. The perfectly elastic
supply ol reserves and money which.

monetarist-lype re dations and

'ﬁgure L lf

d ln MS (old) on

the Fed -nudpated {point A in the
figure), the Fed would achieve ity

tumed out as °

d reserves it beli is consis-
tent with achieving its monetary target
(M*). Open-market operations are then
used to produce the desired reserve
path. If banks’ total reserve demands
(ie., the demand fér required reserves
and  excess merva) are greater than the

d reserves provided by the

Fed through open-market operations,
the difference will have to come from
the Fed's discount fmility in the fonn
of borrowed reserves .. :
The larger the gap botween bnnb'
total reserve deinands and the Fed's.
supply of nonborrowed reserves, the.
higher will be the interest rate (the
funds rate, in pasticular). Since banks’
demand for borrowed resrves is direct-.




All of this is captured in the money-

supply function labeled MS (new) on

Figure 1. The upward slope mainly

eflects the fact that a rise In the Interest

rate will induce banks to borrow more
reserves from the discount facility, thus
enabling them to supply more money
to the public. The Fed's supply of
nonborrowed reserves fixes the position
of the function. .

You should note immediately that if .

everything goes right, there Is no real
difference between. the old and new
procedures; the Fed will achleve M*
and the interest rate will be il (point

A in Figure I). .

e,

shifts unexpectedly (MD to MD"), the '
funds rate {and other interest rates) will.

‘rise automatically {ta i2).- There is-80
‘meed: for. policy-makers ta' gather

together to decide on an' “appropriate” .

sdjustment of the funds rate. The.rise
in money demand’ will raise banks’
reserve demands, Given an unchanging’
nonborrowed reserve path; the rise
reserve demands will bid up the funds
rate and induce more borrowing at the
discount window. : .
- The money stock will still overrun the
target (M79-82) but by considerably
loss than would have been the case
under “the old. procedures (compare
points B and C). In subsequent weeks,
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the Fed can, and indeed has, reduced
the nonborrowed reserve path, shifting
MS (new) to the left in an effort to push
the money stock back toward the target
(M*). In general, shifts in money de-
mand produce larger and faster changes-
in the funds rate.than occurred under
the old procedures. o .

. - l’lgnre g
* Usually, monetarists make one of two

closely-related arguments in criticizing’

the Fed's new procedures: Either things
have not really changed all.that much
(as révealed by the continuing devia-
tions of money growth from target) or
the changes do not go far enough. As
discussed on ]t_h%_mgﬁ%lnwhem
count fate B e, ThIS avenue
of adjustment (escape?) would be essen-
tially closed:) The ramifications of the
slternative structure of regulations and

procedurés preferred by the
manetarists, in the face of an unex-
pected increase in money demand, are
again shown in Figure H (point D). The
interest rate would rise more (i3), but
the money stock ‘would overrun the
target by less. . ~
A reasonable approximation of the
'ratson d’etre underlying the Fed's cur-
rent policy approach is that the nonbor-
reserves strategy is. a sensible
compromise between the .old and
monetarist-type strategies, given uncer-
tainty and the considerable volatility in
the public's short-run demand for

money.

Put another way, the Fed apparently
believes that the old procedures sl
lowed too much volatility of money
(pasticularly on the upside), while the

tarlst-type proced would
permit too much volatility of interest
rates. Emplrically, while the results of
the new approach have been mixed ot
best, the chenge in procedures has been
discernible: During the 1970s, when
money growth accelerated (de-
celerated), - the Fed allowed reserve
growth to move proportionately in the
same’ ion to moderate or p
any rise (fall) in short-term rates. Since
October 1979, accelerations (decelera-
tions) of money growth have resulted

procedures preferred by the |in the Fed engineering s change in
monetarists, in the face of an unex-  reserve growth in the opposite direction
ed § in money d d, are  to mod the d fon

pecteg ey
again shown in Figure 11 (point D). The
interest rate would rise more (i3), but

" “the money stock would overrun the

target by less. -
many times, most monetarists’ would
recommend. setting “paths for  the
monetary base or total reserves instead
of bos reserves, hing
from lagged to contemporaneous re-
serve accounting, and Instituting
penalty discount rate. . -

The expected net effect of these
recommendations would be tq steep

of money
igrowth from target. : )
. Many issues involved in the formulat.
tion. and implementation of monetary
policy deserve continuing analysis. Ex-I
amples include: the choice of monetary.
targets, which monetary aggregate td
focus on, the appropriate adjustment of
reserve paths in the face of devistiony
of actual money growth from target, the
structure and mansgement ofna(c dis-
count facility, etc. . Hawever, for those
unrelenting critics of the Fed, whether

ri: K

(make more inelastic) the money-supp-
ly function shown as MS (; rist)

or fan or ot X
wh? seem to impiy that lfukln'g “bet-

in Figure I. (Remember that the
positive slope of MS (new) -mainly
reflects banks’ ability to borrow at the
below-market discount rate. If the dis-
“count rate Is a penalty rate, this avenue
of adjustment (escape?) would be essen-
u:ny d?ned:) The u:;ment!om of the

tet y policy is y easy,
1 offer the following sober reflection of
Henry C. Wallich, a member of tne
Federal Reserve Board: “The pohly
mistakes of academics are buried .in
dead storage files in some warehouse.
The mistakes of policy-makers are re-
published monthly in the nation’s ma-

: | ]

and

jor ic time series,”
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Control Money before Cutting Taxes

By JOHN H. MAKIN
Undversity of Washington.

The Wall Street Journal obviously
has been caught short by the reaction
in the bond markets to the new ad-
ministration’s economic package. lts
chart of municipal bond yields only
goes as high as 15%. In recent weeks
that chart has taken on the look of a
description of air conditioner sales dur-
ing a winter heat wave.

ere are two basic reasons for the.
sharp rise in interest rates since early
April. The first and probably more fun-
damental reason is simply that the
fixed-income markets are not yet con-
vinced of the validity of the supply-side
argument that tax cuts do not increase
the probability of larger, future, federal
hudgetary deficits.

The second reason is fear that the
Federal Reserve has yet to regain con-
tro! of the money supply. From January
Tth of this vear until April 22nd M18
grew at an annual rate of 13.3%. This
constitutes a sharp acceleration from
the beginning of the vear to a level well
above the Fed's target range. The basic
difficulty is that both of these reasons
pravide a basis for the argument that
things will get worse before they get
better in the fixed income markets. It's
worthwhile to delve a little more
deeply into the reasons for this
perception. .

The Tax Raie and iive Tax Base

First consider the impact of the
supply-side argument on deficits. The
hig question mark had to do with the
level of federal receipts. Simply put,
the level of receipts Is the product of
the average tax rate times aggregate
economic activity, or the tax base. If
the tax rate is cut and the tax base is un-
affected, obviously receipts will fall.
The supply-side argument is that the
drop in tax rates _wi‘iflcad to an increase
in _activity. If this relationship does
hold. it still does not guarantee an in-
crease in receipts, given a cut in the tax
rate. In fact, such an increase would re-
quire that. say. a 10% cut in the tax rate
would lead to a more than 10% increase
in the level of economic activity.

In view of the fact that we have
relatively little empirical evidence on
the responsiveness of economic activity
to fax rate changes, a high degree of
uncertainty is attached to estimates of
the effect of tax rate cuts on overall tax
revenues. Beside this, there is another
aspect of the relationship between the
tax rate and economic activity that
troubles many analysts.

If one grants that cuts in the tax rate
are indeed stimulative, it seems
reasonable to expect that the impact of
the stimulation will take some time to
appear. That is. there may be a lagged
relationship between tax rates and
overall economic activity. If this is.true,
the initial effect of a cut in tax rates will
be to reduce revenues because the
hoped-for increase economic activity
will not increase the tax base im-
mediately. If after a time, the
stimulative impact of tax cuts begins to
be felt, revenues will begin to increasc
Still, revenues will onlv exceed their
pre-tax-cut levels if the percentage in-
crease in economic activity is greater
than the percentage reduction in the
tax rate.

In effect, the possible lagged impact
of tax-rate cuts on economic activity
implies a J-curve of the trade balance in
the wake of a devaluation. The initial
effect is unambiguously negative
because the cut in the tax rate takes
hold i diately while the stimulati
impact of the tax cut takes time to oc-
cur. This is why some analysts fear that
the administration program will First
lead to elevated deficits which, if ac-
companied by monetary stringency.
will put extreme upward pressure on
interest rates. Such extreme upward
pressure could reduce the probability
of ultimate success of the Administra-
tion’s program because of the high’

degree of political pressure that high
interest rates create.

Many observers would be much
more comfortable with the notion of an
initial cut in expentitures with tax rates
held constant. - This, along with the
bracket ereep that would produce a
gradual increase in tax rates over say
the first vear of the program, would

almost assure a reduction in the federal
budgetary deficit. As a result, the
prohability that a program of decelera-
tion and stabilization of money growth
conld suceeed would be increased.
The bottom line is that while many
observers do acknowledge the Ad-
ministration argument about bracket
creep, most think that if any
stimulative effects on economic activit,
do follow from tax cuts. they do so wit]
a lag. In view of this, the concern for an
initial hallooning of a deficit. given a
program of simultaneons cxpenditun’
and tax cuts, raises considerable fears
about the near term prospects for the
fixed income markets. T

Monetary Contro! Still Absent

The'second thing troubling the fixed
income markets, an “unanticipated”
acceleration of monetary growth, is un-
fortunately nothing new. The difficulty
with this “more-of-the-same™ scenario
is that it increases the liklihood that a
transition to a period of truly slower
and more stable maney growth will en-
tail a paniful transition during which
real interest rates are pushed up to &
very high level by means of unan-
ticipated restraints on the quantity of
available liquidit,. ’

Such high real interest rates are very
likely to depress the level of economic
a ty and thereby increase the price
which must be paid to bring inflation
under control. Such episodes always
lead to valid debates about the.costs of
conteolling inflation which in tum tend
to prolong the uncertainty regarding
the ultimate outcome of the efforts in
this direction.

There is a very gond case to be made
that the Reagan program of expen-
diture cuts, tax cuts, monetary restraint
and regulatory reduction is what the
economy needs. The concern is that ad-
ministration of all four medicines at
once might kill the patient. The
program needs to be applied sequen-
tially rather than simultaneously.
Regulatory reduction can pi as
planned. So can expenditure cuts. The
change required is recognition that
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Cont'd. "Control Money Before Cutting Taxes"

evidence of monetary control.
specifically achievement of lower and
steadier money growth, must precede
tax cuts in order to remove a strong
possibility that a sharp. initial bulge in
the deficit will make it harder, if not
impossible. for the Fed to control
money growth.

The changes proposed here could be
initiated by changing one as of the
Administration’s propnsal. The starting
date for the tax cut proposal should be
postponed to July 1, 1982, Its_form and
detail should be enacted into law as
currently schediled so that rational
decision-makers can begin to incor-
porate its provisions into their behavior
as soon as possible,

This minor change in the text of the
tax bill would be the casy part of a
switch from simultancous to sequential

pplication of the administration
program. The hard part. in principle,
would be achievement of money con-
trol hefore July 1. 1982, In practice, an
-adequate plan has heen hammered out
and ussed at some length in the
American Banker and elsewhere by
myself and Messrs. Solomon Sprinked,
Roos and Hamburger. While fuil
agreement on details has by no means
been achieved, some points scem nb-
vious,

The Fed must end its licy of cffee-
tively allowing the behavior of the
monetary hase, and thereby the money
supply, to be demand-determined. it
should target on a single aggregate,
preferably M1-B, by contrulling either
total reserves or the adjusted monetary
base. This task, which would admit-
tedly not be an easy one. could be
made more manageable by moving toa
floating  penalty discount rate and
ending lagged reserve accounting,
There would undoubtedly be some un-
foreseen problems with such a
program. but in view of the record of
moncy supply behavior and interest
rates over the past 18 months and the
resultant concerns in financial markets,
it does seem that the time has come to
try a fundamentally different approach
to monetary policy.

t would be very difficult to argue
that financial markets are not troubled
by current prospects for monetary and
fiscal policy. The prices of fixed (dollar)
income securities reflect the concern.
Some of that concern might be allayed
by achicvement of some progress with
monctary control  before  embraking
upon an experiment with fiscal policy.

2
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WHAT HAS GONE WRONG?

John H. Makin
University of Washington

There 1s obviously ebmething wrong with Fed operating procedures.
For most of the second quarter annual percentage growth rates for the
monetary base, bank reserves, Ml-A and M1-B were: 5.5, 0.8, -5.5 and
-4,0 respectively. Comparable figures for the subsequent 3 months
were 12.4, 13.9, 14;2 and 17.2. This awesome slow-fast sequence has
created enough uncertainty in financial markets to drive interest rates
back up, this time without the aid of credit controls, to levels com-
parable to those prevailing during the Civil War. It is disturbing to
realize that in order to induce longer term lending, investors now re-
quire returns comparable to those required when the existence of the
nation was in doubt in the midst of a civil war financed largely by

printing money.

Damage From Failure to Stabilize Money Growth

Faced now with extreme volatility im financial markets it is
important to remember the original aim of the Fed operating procedures
adopted last October. Quite simply, the idea was that by not targeting
interest rates, slower and_more stable money growth would be possible.
In turn, expected inflation would fall and stabilize thereby resulting
in lower and more stable interest tates. Increased Eermissible

flexibility of interest rates was to result after a transition period
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during which market participants accustomed themselves to the new
procedures, in reduced actual volatility of rates.

The_experienﬁe of fixed-income market partiqipants with the new
operating procedﬁres has not increased their confidence in the ability
of the Fed to control behavior of the money supply. The second quarter
deceleration was dramatic enough to alter expectations of all but the
‘ most extreme beafs. Market rateé fell sharply reflecting this. The
third quarter acceleration, which Chairman Volcker had ruled out in
July testimony before Congress, has been dramatic enmough to re-kindle
speculatién about responsiveness of Fed polity to pfesidentiai politics.
Such speculation only adds to the harm done by the volatility in the
monetéry environment created Sy the burst of money growth during August
and much of September. It threatens furthertthe actual and perceived
ability of the Fed to retain necessary iqdependence‘frcm expedient,
politically-oriented policies.

- Recent monet;ry volatility represents a very unfortunate episode
_for the Fed for two reasons. It does not re;resent Fed intentions and
it did nof have to haﬁpen. It is preposterous to believe that anyone
at the Fed yould think that a dramatic burst of money gtowth beginning
96 days before an election would produce -any concrete resﬁlts, beyond
turmoil in financial markefs. And, contrary to the beliefs of some
understaﬁdably frustrated market partiéipants, the Fed does not con-

sciously aim to destabilize markets..



311

Source of the Problem

The problem lies ;1th curtest Fed operating procedures. The
.nature of th; problem is such that it was exacerbated by the imposition
and rapid removal of credit controls. Specifically, the discount rate
should be tied to an index of short-term market interest rates. The
need to do this has been expre;sed many times before and it is quite
.obvious. Still, since tﬁe discount rate remains pegged by Fed initiative,
it is useful to reiterate the problem within the content of new operating
procedures.

Briefly, the Fed achieves a money target by operating on bank
reserves and keeping track ﬁf multiplie;s. But bank reserves consist
of.borrowed reserves, adjusted at the initiative of banks, and unborrowed
reser§es. The Fed operates directly on unborrowed reserves to achieve
a reserve target. This procedure requires assuming, as the Fed dées,

a current level of bank borrowing about equal to that which prevailed
in the most recent period. In effect, last period's borrowing is takén
to be the'best predictor of this period;s borrowing. Technically, this
amounts to viewing the path of borrowing as a random walk.

Inbactual practice banks decide on borrowiné at the discount window
by comparing tﬁe discount rate with expected market interest rates. When
expected market rates are falliqg relative to the discount rate, banks
foresee less loan demand, less need for liquidity and therefore reduce
borrowing at the discount window. Conversely, a rise in.expgcted
mé;ket rates relative to the discount rate leads to increaséd borrowing.

Banks compare-expected market rates with the discount rate since, say,
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when liquidity demand appeérs to be rising, they wish to build up
borrowing gradually in anticipation of loan demand rather than try to
borrow heavily after lo£n demand has risen and the probability of a dis-
count rate rise 1s.enhanced.

descriPrion .

Th;s euapedeew is consistent with recent events. During the second
quarter market rafes fell very rapidly, far more rapidly than the dis-
count rate which was steady at 13 percént until late May. The Federal
Funds rate fell from over 19 percent early in April to below 10 percent
late in May. As a result, expected market rates fell dramatically rela-
tive to the discount rate and bank borrowing fell dramaticalif from about
a $2.5 billion level in April to about $1.0 billion in the last half
of May. Meanwhile, each week the assumption that bank borrowing from
the Fed would be at orvclose to the level of the previous week resulted
in a level of unborrowéd'reserves too small to achieve desired total
reserves. Smaller total reserves resulted in a drop in the money supply.

The shock which set this process in motion was imposition of credit
controls in March. Controls meant interest }ates of infinity for the
many potential borrowers shut out by quantitative limits on extensions
of bank creﬁit. Real economic activity dropped and so did demand for
bank loans and banks' expéctations about market interest rates. Re-
moval of controls provided a quick stimulus to economic activity.

The procéss just described was reversed as expected market.interest
rates rose during the summer relative to the (falling) discount rate.
Bank borrowing rose sharply during July, fell briefly early in August,

and roée'égaih into September. The money stock essentially mirrored -
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these moves. Again the reason lay with ignoring the link between de-
sired bank borrowing from the Fed and the (now rising) gap between
expected market rates and the discount rate. The assﬁmption that
borrowing would conform closely to that of previous weeks prodpced too
high a level of unbo;rowed reserves Qinée-bortowing actually went up
sharply. As a result, total reserves, the base and the money supply

rose more rapidly than.intended.

Solving the Problem

The pegged discount raté,means that every event which affects ex-
pected market interest rates effectively altefs the stance of monetary
policy. An évent which elevates expected market rates effectively
“eases" policy under a given discount rate and conversely. ‘The Fed is
constantly placed in the difficult position of deciding whether an
evenf which has altered the market's perception of the equilibrium
intérest rate is transitory ;nd best igndred,or permanent and requiring
a change in the discount rate.

1f alternatively the discount rate is simply pegged to some short-
term market rate, perhaps af a level 50 basis points above the federal
funds rate, or at a ie;el which is above the funds rate by a given per-
centage margin, this problem disappears. Member bank borrowing becomes
far more predictable since the margin between the cost of funds at
the discount window and thé returnvon those funds is constant. Con-
sideration could bg given to alternative margins (positive, zero or

negativéi. The important thing would be to hold the margin constant.

12-654 O - 83 - 21
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[The control process would also be aided by discontinuation of lagged
reserve accounting, but alteration of discount rate policy is more
crucial to improve control 6ver the monetary base and, ultimately, the

money supply].

Solution Should Not Be Delayed

"It 1s likely that the extreme volatility of the monetary aggregates
;ssociated with the credit controls episode is.largely behind us. Pres-
sure for a change in operating procedures may lessen. Failure to act
now wouid, however, be a serious mistake. The next large exogenous
shock, whatever it may be, which significantly alters the outlook .for
loan'dehand will re-introduce volatility.

Imposition and removal of credit controls has exacted a heavy
price in terms of volatility in Eredit margets and real economic activity
as well as in terms of Fed credibility. If this is the price to be paiﬁ
for revealing a flaw in Fed operating procedpré that is soon corrected{
then we will have at least gained somefhing very valuable from this
costly episode. If the lesson is ignored, future changes in demand for
credit will induce monetary‘instébility that further erodes confidence
in the Fed. Financial markets and the real economic activity they
support will suffer badly. So too may the degree of independence per-

mitted for the Federal Reserve System.
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Enhancing Monetary Stability

By JOHN H. MAKIN
University of Washington

There is no doubt that some progress
has been made in achieving the Federal
Reserve Board's goal of lowering and
stabilizing money growth rates. Still,
significant, unanticipated week-to-
week changes in the money supply’
continue to ‘result in interest-rate
volatility. .

1t has been two and a half years since
the Fed moved from funds targeting to
reserve. targeting, and the time has
come to maké some modifications in
Fed procedures. Basically, there is a
need to de-sensitize markets to money-
supply announcements. .

The gnitude of the probl

-whereby interest rates have become
more responsive to unanticipated week-
ly changes in the money supply, is
spelled out in a recent paper by Vance
Roley in' the. Federal Reserve Bank of
Kansas City Review, Mr. Roley
estimates- that a $1 billion surprise in
a weekly money-supply number can —
between 3:30 p.m., before announce-
ment, and 5 p.m., after announcement
— move the yield on short-term
\securities by seven basis points.

Since such surprises are not unusual,
and are often considerably larger, it is
not surprising that interest rates have
continued to be volatile under the new
operating procedure.

Results such s Mr. Roley’s would not
indicate a problem if precise monetary
control were possible week by week.
However, it is clear from extensive
study by Board staf;f and l':ylilts outside

Second, the report should focus on
the” per cent change over the figure
from the previous year. That is, the
December number should be the per
cent increase over the previous De-
cember and not- the November-De-
cember change annualized. This pro-
cedure would have the effect generally
of reducing the volatility of the re-
ported numbers and would - also be
more realistic in terms of the targets of
the Fed.

A change in the way the Fed states
its money-growth goals would comple-
ment less frequent reporting of the
aggregates. Instead of stating -annual
targets for money-supply growth, the
Fed should move to a quarterly horizon.
The procedure might involve preparing
a quarterly forecast of money-supply
behavior that would be consistent with
a desired growth rate of nominal gross
national product. .

Indicating the desired rate of money
growth at the beginning of the quarter
as a forecast gives a more realistic view
of the state of technology with regard
to ability to make the money supply
grow at desired rates, and the quarterly
format gives the Fed considerably more
flexibility for fntertm changes in course.

Naturally, the increased flexibility
could be abused and lead to a gradual
move toward higher money growth
rates, but it need not if the Fed remains

mmiited to the fund: I goal of
lowering and stabilizing money growth
and is not subject to -heavy political

critics that techni-
ques are inadequate consistently to
keep money growth within a pre-
specified target range, such as the 2.5%
to 5.5% currently specified for M1.

The solution to these problems is to
move to a new reporting schedule
which more realistically reflects the
ability of the system to- hit targets and
provide adequate information for those
in the marketplace.

Specifically, monetary aggregates
should be reported once a month, with
a possibility of moving later to quarterly
reports.

p to deviate from that path,

Of course, critics would point out that
only reporting money-supply numbers
monthly would amount to suppression
of available information if the Fed
actually collects numbers weekly.

The Fed's reply to such critics is that
it does not pay much attention to week-
to-week numbers anyway. The best way
for the Fed to diffuse criticism would
be to demonstrate its indifference to
weekly numbers simply by not collect-
ing them at all.

1982
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This change in procedure would, of
course, require some change in the
4 loved t6 caleal
I pioy o re-
scrve requirements for member banks.
But such a technical problem should
not prevent a move to an improved
reporting schedule. Required reserves
could easily be calculated on average
deposits over a monthly period, as is

currently done in Japan.

An additional benefit could result
from changing the reporting interval.
Since such u change would reduce
_considerably the reporting burden on
member banks, it would be an ap-
propriate time to move from lagged to
contemp reserve ing

This change would remove another
source of monetary instability and,
coupled with adoption of a market-
linked discount rate, would make it’
ensler for the Fed to bit i tangeete. The
combination would go a long way
toward reducing perceived volatility of
money growth and thereby toward .
stabllizing interest rates. .

Effects of Altered Reporting Schedule

There is nothing very radical in any
of these proposals. They are all current-
ly being employed by ‘the Bank of
Japan. ‘. .

Quite simply, the Bank of Japan
emphasizes the least variable aspects of
reported money-supply numbers, while
the Federal Reserve System under its
current  procedures - emphasizes the
most variable aspects. . '

The actual variability of " money
growth in Japan on a quarterly basis is
almost twice that of the United States.
At the same time, Japanese monetary
policy, largely adapted from procedures
pioneered by the Fed, is actually ad-
ministered in a way that projects an
image of stability and determination
more effectively than-does Federal Re-
serve policy. . . : .
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Further, the performance. of the
Japanese economy' has not been ad-
versely affected. Through August 1981,
the annual tnflation rate in Japan was
3.7%, while real GNP growth was about
Y o ..

It is important to remember that the
changes being suggested here do not
amount to a reduction in the informa-
tion" available to. financial markets.,
Rather, the changes represent an at-

.tempt to have the Fed report money-
supply numbers at intervals during
which it is realistic to expect that some
good information about the path of the
money supply will materialize and at
intervals over which it is technologically
feasible to come close to hitting targets.

11 1s also important to remember that
the resp to" icipated ¢ch

in the money supply detected by Mr.
Roley has been sharply increased since
October 1979. This is because the
market perceives that the Fed is taking
its targets far more seriously, so that if
the money. supply goes above target,
the market anticipates a sharp reversal
in the actual movement of the .ag-
gregates. As a result, interest rates rise.

Unfortunately, while the market has .
perceived the Fed to be more sensitive
to surprise movements in money, those
movements have' grown considerably-
larger. AS compared to the period from
1973 through October 1979, both the
mean and the standard deviation of
unanticipated movements in the
monetary aggregates have more than
doubled. .

Viewed in this way, Increased volatili-
ty of interest rates since October 1979
stems from unanticipated money move-
ments having been larger and ‘more
volatile than previously, and the Fed's
response to-such movements has been-
sharper.: . o
- Monthly reporting of year-over-year
per cent changes in the money supply
would, given that the Fed “remains

‘committed to essentially low and stable
money growth, result in smaller and less
volatile money movements and
therefore more “stable interest rates.
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THE UNSETTLED STATE OF MACROECONOMICS

Jerome L. Stein
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CHAPTER TWO
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Preface

The paradox of "stagflation," which was first noted at the beginning
of the 1970's, undermined my confidence in the dominant Keynesian economics.
With the aid of a fellowship from the John Simon Guggenheim Foundation, 1
attempted to formulate a dynamic macroeconomic theory which could explain
the paradoxical empirical pﬁenomena. This research was published in an

article "Unemployment, Inflation and Monetarism," American Economic Review,

1974, A conference was held at Brown University in 1974 to evaluate the
"Monetarist" propositions. This conference, supported by the National Science
Foundation, resulted in a book, J.L. Stein {ed.), Monetarism (North-Holland,
1976) .

In my 1974 article I noted (p. 884, note 17) ‘that: 4if there is
no forecast error between the actual and anticipated rates of inflation,
then the trajectory of the unemployment rate is independent of monetary
policy. Since this scenario seemed to be inconsistent with the message in

Milton Friedman and Anna Schwartz, A Monetary History of the United States,

I did not pursue the implications of that assumption. The New Classical
Economics developea the implications of the joint assumptions: the

forecast error is just "noise" and there is a "natural" rate of unemployment.
This school of thought rejected Keynesian economics completely. By 1980,
economists were polarized between the Keynesian analysis and the New
Classical Economics. Each school of thought has its own vocabulary,
techniques of analysis, statistical tests and oral tradition. Communication
between the poles is almost non-existent; and very few macroeconomists are

non-aligned.

As I 5pntinued to analyze the problems of stagflation and growth
dynamics, in a series of papers with Ettore F. Infante of the Division of
Applied Mathematics at Brown University (published in the Journal of

Monetary Economics and the Journal of Political Economy), and as a result of

my statistical testing of alternative hypotheses, I was convinced that
neither pole was able to explain the empirical reality. Research was
directed to refining the techniques of each school rather than towards the

development of a theory which could predict.
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William Baumol, as President of the American Economic Association,
asked me to organize a session and present a paper at the 1980 Denver meetings
of the American Economic Association on the topic: the Monetarist Contribu~
tion to Macroeconomics. It provided me with an incentive to evaluate the
validity of the polar points of view .and to continue my research on a
synthesis which could explain and predict. The resulting paper, with

the title of this book)was published in the American Economic Review, 1981.

Basil Blackwell, Oxford, asked me to write a book on this subject.

By then, "a fire was burning in my bones™; and it was an offer that I could

not refuse.

Drafts of the chapters were distributed to my graduate seminar at
Brown University; and the students were asked to critize them from the
viewpoint of both poles, point out deficiencies and to suggest revisions.
Much have I learned from my teachers, in particular James Tobin; but
most of all I have learned from my students: David Altig, Sun;:Z;e,
Dean Leistikow, Kazuo Mino, Richard Nisenson, Robert Selvaggio, Shanichi
Tsutsui and John Van Huyck. Their trenchant criticims and suggestions
were embodied in subsequent drafts. Richard Ablin, George Borts,
William Haraf, Thomas Mayer and Zalman Shiffer also made excellent suggestions

for improvement.

parallel with my research in macroeconomid, I have been studying
speculative markets. This research has been supported by the National
Science Foundation and the Columbia Univetsity,.Centet for the Study
of Futures Markets. This research has given me a more profound under-
standing of the formation of anticipations, which is of great importance

in macroeconomics.

Marion A. Wathey typed this manuscript with the flawless grace and
perfection that she also displays in her ballroom dancing. My wife
Hadassah has given me excellent suggestions on editorial matters; and I
have benefitted from her wise counsel. Brown University has provided me
with ideal conditions for research. I am grateful to each one.

This is a controversial book in a polarized field. I hope that the

reader accepts the philosophy quoted at the very end of this book.

Jerome L. Stein
Providence, Rhode Island February, 1982
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CHAPTER ONE
THE UNSETTLED STATE OF MACROECONOMICS

I. The Success of, and Subsequeni Disenchantment with, Kevnesian
Economics

Among the casualties of the Viet Nam war was the state of macroeconomics.
In 1969 Arthur Okun, who was Lyndon Johnson's Chairman of the Council of
Economic Advisers, wrote a panegyric on Keynesian economics as a guide to
economic policy. 'More vigorous and more consistent application of the
tools of economic policy contributed to the obsolescence of the business cycle
pattern and refutation of the stagnation myths" (1970, p. 37). The innovative
strategy of Keynesian economics focused upon the "Okun Gap" between potential
(capacity) output and actual ouq:utl rather than upon the state of the
business cycle, because even at the peak of the cycle in 1960 the economy
was far short of full employment. Insofar as an Okun Gap exists, the
economy is not realizing its potential; and it is the responsibility of the
government to implement demand management policies to eliminate the Okun
Gap.

Adoption of this strategy led to an activist stabilization policy which
"... was the key that unlocked the door to the subsequent expansion in the
1960's" (op. ecit.; p. 43). Early in the 1960's the problem was diagnosed as
follows. Insufficient aggregate demand produced a gap between potential
output and actual output. According to Keynesian theory, the obvious remedy
was to implement a stimulative fiscal and monetary policy.

This orientation was widely shared by thé economics profession,
regardless of political persuasion. Arthur Burns, who was Dwight
Eisenhower's Chairman of the Council of Economic Advisers, accepted
Okun's Keynesian point of view. Burns wrote:

"... the vital matter is whether a gap exists between
actual and potential output; that fiscal deficits

and monetary tools need to be used to promote expansion
when a gap exists; and that the stimuli should be
sufficient to close the gap-provided significant
inflationary pressures are not whipped up in the
process" (quoted in Okun, 1970, p. 43).

Keynesians acknowledged that they did not have a satisfactory solution
to the problem of how to manage a full employment economy without inflation.

In 1968, the economics profession generally believed that there were no

1 "
The Okun Gap is [{(q(t)/y(t)) - 1), where q(t) {1s "capacity output
and y(t) 4is actual output.



330

difficulties involved in prescribing expansionary policies in a period of

slack. (See Ackley, quoted by Okun, p. 61.) A decade later, a substantial
number of economists subscribing to the New Classical Economics (NCE)

totally rejected the premises and implications of Keynesian economics concerning
the efficacy of demand management policy to influence the gap between potential

and actual output.

Demand management policy in the 1960's was activated by an Okun Gap,
and it consisted of an expansionary fiscal policy relying on tax cuts,
coupled with an accommodative monetary policy.l Okun described the

accommodative monetary policy.

"The Federal Reserve allowed the demands for liquidity
and credit generated by a rapidly expanding economy to
be met at stable interest rates .... long-term yields
were far more stable in the early sixties than in the
late fifties. While the Federal Reserve obviously
did not 'peg' bond yields, it did aim to stabilize
longer-term interest rates" (1970, p. 53).

To ensure that the rationale of the policy was understood, Okun

described it explicitly in terms of the dominant IS-LM Keynesian model.

"An accommodative or rate-oriented monetary policy fixes
the interest rate and makes the LM curve horizontal in
the relevant range. There is no dispute among economists
that a permanent tax cut (or an increase in most types
of government expenditure) shifts the IS curve. Given
a horizontal LM curve, a shift in the IS curve
necessarily changes the level of income.... Whether
the Fed should pursue a rate-oriented policy that
produces a horizontal LM curve is not the issue.

The fact is that it did in 1963, 1964, and the first
half of 1965" (Okwun, p. 57, note 30).

There was little doubt among the macroeconomists of the time that
this "activist strategy was the key that unlocked the door to sustained

expansion in the 1960's." The unemployment rate was reduced from 6.7% in

1The prescription offered by the advocates of supply side economics in
1981 was to cut tax rates without raising the rate of growth of the money
supply. See Robert Weintraub, 1981. Whereas Okun advocated policies

to raise the ratio of actual to capacity output, "supply siders" aim to
raise capacity output.
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1961 to 4.5% in 1965. The growth rate of real GNP from 1961 to 1965 was 5.3%
p.a., which exceeded the trend rate of growth estimated at 3.9% p.a. During
the 1961-65 perlod, the rate of inflation of the GNP deflator was 1.8% p.a.
Okun noted that: '"Labor costs were remarkably stable in both organized and
unorganized areas" (p. 49). Nominal_unit labor costs rose at an

insignificant rate of 0.5% p.a. during the period 1961-65.

This was the triumph and vindication of the New Economics. The

spirit of Keynes was now

... scattered among a hundred cities.
And wholly given over to unfamiliar
affections."”

Keynesian economics, which has guided demand management policy, is
summarized by a few propositions [K1] through (X6].

[KL] "... prices and wages respond slowly to excess demand
or supply, especially slowly to excess supply. Over a
long short run, ups and downs of demand register in
output; they are far from completely absorbed in
prices" (Tobin, 1977, p. 459).

"A Keynesian interpretation is that prices--including
money wages——are sticky in the short rwm, throughout
those large sectors of modern economies where they
are set by discrete private or public administrative
decisions or negotiations."

"... the speed at which prices and wages increase -

relative to trend depends inversely on the amounts
of excess supply (of labor, commodity stocks,
capital capacity) in the economy” (Tobin, 1980,

p. 38). .

[K2] The unemployment rate is a good, but imperfect,
barometer of the pressure of aggregate demand on
the productive resources of the economy.

[K3] "In 2n economy with under employment of labor and
capital, more labor and capital services will be
supplied, if demanded, along the on-going path of
wages and prices, without accelerating their
increase" (Tobin, 1977, p. 464).

[K&4] Cyclical movements of output and price, relative to their
trends are positively correlated (Tobin, 1980, p. 38).
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[K5] "Keynes suggested ... that it was easier to stabilize
real economic variables by moving aggregate money
demand to a given path of money wages than by moving
wages relative to a given money demand..." (Tobim,
1977, p. 460).
These fundamental Keynesian propositions are formally described by
the following equations of the Keynesian system. Equation (1) states
that the price level p is a relatively fixed multiple k of nominal

unit labor costs W.
(1) p=kW

This equation is consistent with competitive pricing, where price is
equal to marginal cost, or with imperfect competition when the elasticity

of demand is relatively constant.

Equation (2) defines nominal income Y as the product of real
output y and the price deflator p. Alternatively, the price deflator p

is defined as the ratio of nominal to real output.
2) Y = py.

The third equation is the IS-LM solution for nominal income Y.
Nominal income depends upon nominal government expenditures G, nominal
money stock M, nominal interest payments on the government debt B

and tax rate T.
(3) Y = F(G,M,B,1).

Function F(-) is homogeneous of degree one in all nominal variables.
If G, M and B change by x%, then Y also changes by x%Z. It follows
that real output y depends upon the values of G, M and B measured in
wage units, as described by equation' (4a). It is written more simply as
equation (4), where the subscript W indicates that the variable is

measured in wage units.
(4a) y =& PG/, MM, B/W, ©).

%) y = £, M, B, T).
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A crucial Keynesian proposition [K1] is "... that prices--including

money wages—-are sticky in the short run ... price and wage increases

relétive to trend depend inversely upon excess supply of labor, commodities..

The unemployment rate U(t) is negatively related to the ratio of
actual output y(t) to capacity output q(t). Therefore, the deviation of
U(t) from the equilibrium unemployment rate Ue and the Okun Gap
1 - y(t)/q(t) can be used interchangeably. A Keynesian proposition
concerning the movement of unit labor costs is described by equation (5),
which is based upon the following view.

" .. the historical experience clearly supports the
proposition that there exists some critical rate of
unemployment such that, as long as unemployment
does not fall below it, inflation can be expected
to decline..." (Modigliani and Papademos, 1976, p. 4).
Let the rate of inflation w of unit labor costs W be defined by:

w =D 1n W. The Keynesian view is that the acceleration of the inflatiom

of nominal unit labor costs depends upon the ratio of actual to capacity

output.
(5) Dln w=D2 1n W= H(y/q); p = d/dt.

As long as there is an Okun Gap (i.e., y/q 1is less than wnity),
then the first three Keynesian propositions state that nominal unit labor
costs and prices will not grow faster than trend. In particular, when
there is an Okun Gap (y < q), nominal wages and prices are often regarded
as being fixed at the trend. Keynesians do not specify in any theoretical
way what is this trend rate.

Demand management policy to eliminate an Okun Gap cousists of:

(1) raising government expenditures G or lowering tax rates T and
(1i) following an accommodative monetary policy to stabilize the nominal
rate of interest, by letting the money supply M grow with the

expansion of the economy as described by equation (6).

6) M = M(y).
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{K6] "In the initial phase of the recovery, the target should be
the maintenance of current rates ... [of interest]"
(Modigliani and Papademos, 1975, p. 165).

"... our policy target is stated in terms of interest

rates, not in terms of money supply. The interest rate

target can be enforced by the Federal Reserve directly

without any need to decide in advance what growth

rate in the money supply or in reserves will be

required to achieve it" (Modigliani and Papademos,

1976, p. 17).

Combining equations (4) and (6), or propositions [K1] - [K6],

the Keynesian demand management policy to bé followed when there is an

Okun Gap (y < q) is based upon equation (7).
(7 qQ>y = f(Gw, M(y), Bw, 1).

Declines in tax fates, or increases in government expenditures,
produce a rightward shift of the IS curve along a relatively horizontal LM
curve. ‘Output then rises, the Okun Gap is reduced; and very little of
the increased demand is dissipated in price and wage increases.

Keynesian economics, which dominated academic macroeconomics in
the 1960's, demonstrated to Congress and the public its ability to eliminate
the gap between potential and actual output. A sustained expansion was
engineered in the 1960's without any significant inflation.

All of this was changed in the decade of the 1970's. In the aftermath
of the Viet Nam war, the Keynesian propositions no longer characterized
the state of macroeconomic theory. Table 1 summarizes the events which

were inconsistent with the Keynesian propositions and model described above.

Table 1
Growth, Unemployment and Inflation 1961-80
Price Labor Cost Average Growth Rate of
Inflation = | Inflation w Unemployment U | Real Output G(y)
Period % p.a. (1) % p.a. (2) % (3) % p.a. (4)
1961-68 2.5 1.9 4.85 4.9
1968-73 5.1 4.8 4.75 3.5
1973-80 7.7 8.4 6.58 2.4
1961-8 5.1 5.0 5.57 3.6

Source: Colums (1), (2), (4), Federal Reserve Bank of St. Louis, Annual
U.S. Economic Data, May, 1981; Colum (3), Economic Report of the
President, Council of Economic Advisers.
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This table covers the period 1961 through 1980, and is divided into
thr'ee subperiods. Period 1961-68 is the triumph of Keynesian economics.
Period 1968-73 is the Viet Nam war period, prior to the "oil shock.”
Period 1973-80 contains the "oil shock” and the subsequent developments.
Column 1 is the average annual compound rate of inflation 7 of the GNP
deflator, measured in percent per annum. Column 2 is the average annual
compound rate of inflation w of nominal unit labor costs, measured in
percent per annum. Columm 3 is the average unemployment rate U during
the subperiod, measured as a percent. Columm 4 is the average annual
compound rate of growth of real GNP, denoted by G(y), during the period,

measured as a percent per annum.

The phenomenon of "stagflation" characterized the periods 1968-73
and 1973-80, as described in Table 1 and Figure 1. Stagflation 1is
defined as a situation where either of the following phenomena exist:
(a) a rising unemployment rate, a declining growth rate of real output
and a rising inflation rate, or (b) a "high" unemployment rate, low

growth rate of real output and a "high" or rising inflation rate.

The rate of growth of output declined and the rate of inflation rose
during the last two periods. The average umemployment rate and average
‘annual compound rate of inflation were higher, and the growth of real

output was lower, during l§ 73-80 than they were during the period 1961-68.

On an even shorter-run basis (see Figure 'l or theé Appendix to
Chapter Four): (i) the wnemployment rate rose from 1969-71 and the inflation
rate rose from 1967-70; (1i) the unemployment rate rose from 1973-75 and
the inflation rat—e rose from 1972-74; (iii) the unemployment rate was high
or rising from 1975-80 and the inflation rate rose from 1976-80.

The post Viet Nam stagflation fundamentally contradicts the Keynesian
propositions above. Cyclical movements in prices and output, relative to
their trends, are not positively correlated. In the presence of excess
supply, which Keynesians measure by the unemployment rate; prices and wages
were rising relative to their trends. It was no longer possible to base
policy upon the assumption that prices and wages are "sticky" in the
presence of mexﬁployment, and that variations in demand will be reflected

primarily in output and not be dissipated by price and wage changes. The
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wage wnit could not be regarded as a fixed point. No longer was there a
consensus that the Keynesian model is an adequate guide to the formulation
and execution of policies designed to eliminate a gap between potential

and actual output.

In 1972, the Council of Economic Advisers plaintively wrote:

"The problems of managing fiscal policy or
monetary policy or both have apparently been
wnderestimated. It may be that more has

been promised than can be delivered with existing
knowledge and instruments" (Council of Economic
Advisers, 1972, p. 112).

The response to the cognitive dissonance between their theory and
the -post 1968 history was to focus upon price equation (1) and imbue it
with an exogenous ad hoc life of its own. Price inflation was accounted
for by the inflation of nominal unit labor costs. A comparison of
Colums 1 and 2 in Table 1 indicates that inflation of prices is closely
associated with inflation of unit labor costs. The Keynesian Council A
of Economic Advisers accounted for the post 1968 inflation in the
following way.

. The rate of price inflation = is the sum of the inflation of
nominal unit labor cost « plus nonsystematic factors n. The major factor
determining the rate of price inflation is the rate of inflation of nominal
unit labor costs, which was termed "the underlying rate of inflation."

The dominant inflationary pressﬁf?é or'iginally.came from a series of large
external shocks (n) to the American economy: the depreciation of the
dollar in 1971-73, a worldwide crop shortage and the rise in oil prices.
Once under way, a high rate of inflation generates responses and
adéptations by individuals and institutions that perpetuate the wage-
price spiral, even in periods of economic slack. The behavicr of the
systematic part of the rate of inflation is related to the rate of
_inflation of unit labor costs, which is not very respomnsive to the state of

the labor market (Economic Report of the President, 1979, ch. 2, pp. 55-57).

The Keynesian response, to the cognitive dissonance between their

model and the past 1968 experience, is deficient in three respects.

12-654 0 - 83 - 23
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"First: Inflation of prices cannot be explained in an epistemological
sense by the inflation of unit labor costs. The price level P per unit of
output is defined as total costs, plus profit, per unit of output. Its
composition in 1970 is described as follows (Economic Report of the President,
1980, Table B-12).

capital consumption allowances 9.4
indirect business taxes 11.0
compensation of employees = W = 67.3
net interest 3.0

corporate profits and inventory

valuation adjustment 9.2

price per unit of output =p = 100 %

Nominal unit labor costs W are 67i of price p and, from 1955-79,
they ranged from 64% to 67%. The value of k in equation (1) above is 1.5.
The correlation between the inflation of prices 7™ (Col. 1) and the
inflation of unit labor costs w (Col. 2) is simply a correlation between
' the whole (p) and 67% of itself (W). One could ask either vhy the
rate of price inflation accelerated or why the rate of inflation of unit
labor costs accelerated; but it is not edifying to claim that the major
part causes the whole to accelerate. There is only one degree of freedom.
A theory of inflation must explain either why 7 or w accelerated from
1961-68 to 1968-73 to 1973-80.

Second: An explanation of ;ﬁflation 1s formally equivalent to a
prediction. To provide an éxplanation for the inflation rate from t-1
to t, denoted by w(t), or the unemployment rate at time t, denoted
by U(t), the dependent variable must be the mathematical expectation
taken at earlier time t-1 of the variable at later date t. The variable
to be explained is a conditional expectation, denoted by Et-l w(t) or

Et-l U(t), where E 1s the expectations operator, and the subscript

denotes when the expectation is taken. The use of some variables at time t,
which are not known at t-1 (e.g., the inflation of unit labor costs or

the rate of change of prices of food, fuel or imports) to account for

other variables at time t (such as the inflation of the GNP deflator)

is not an explanation. It is just a description of the phenomenon.
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The following Keynesian account of the inflation of prices from 1972
to 1974 is not an explanation, but is simply an ex-post facto description.
There is no hypothesis of the form: if X occurs at time t-1 then Y
will occur at time t.

"Between late 1972 and the spring of 1974 there was a
rapid acceleration in the overall inflation rate,

more than half of which appears to have been caused

by an acceleration of food and energy prices, and

the remainder by some combination of nominal demand
growth and the loosening of controls. Farm prices
almost doubled between early 1972 and the summer of
1973 as the result of the simultaneous occurrence

of several adverse factors, including the delayed impact
of the 1971 dollar devaluation, crop failures in many
parts of the world combined with massive sales of
United States wheat to the Soviet Union, and a peculiar
disappearance of Peruvian anchovies from their normal
feeding grounds' (Gordon, p. 142).

Third: the Keynesian attempt to account for the acceleration of
inflation of prices by attributing it to the inflation of nominal unit
labor costs contradicts Keynesian propositions [K1] - [K3] above.

The Keynesian model, as described in the propositions quoted above, requires
that when there is an Okun Gap the wage unit grow below its trend rate

and that it be independent of the demand management policies undertaken.
Then, a rise in nominal government expenditures G or in the nominal

stock of money M implies rises in real values Gw and Mw respectively in
equation (4) above. Only if real—government purchases Gw' or real balances
Mw, rise does fiscal or monetary policy raise real output y. If the

wage unit is volatile, and especially if it is highly sensitive to the
monetary and fiscal policies undertaken, then there is no presumption that
demand management policies will be efficacious in raising real output and

reducing the Okun Gap.

11. The Polarity of Views: The New Classical Economics (NCE)
Fundamentally Rejects Keynesian Economics

The New Classical Economics rejects Keynesian economics completely and
fundamentally. In 1969 Okun wrote that the implementation of Keynesian

demand management policy contributed to the obsolescence oftthe business ‘cycle



340

and successfully eliminated the gap between potential and actual output.
A decade later, Lucas and Sargent wrote that the New Classical Economics
theory

",... predicts that there is no way that the monetary

authority can follow a systematic activist policy

and achieve a rate of output that is on average

higher over the business cycle than would occur if 1t

simply adopted a no feedback, x-percent rule of the

kind Friedman and Simons recommended" (Lucas and

Sargent, 1978, pp. 60-61).

The NCE does not claim that a Friedman style constant rate of
growth of the money supply 1s preferable to a money growth rate which
responds positively (or even negatively) to the unemployment rate.
It claims that:

"... the wemployment rate [is] insensitive to
demand policy choices and thereby ... [suggests])
that these choices should be made on the basis
of implications of alternative policy parameters
for the stochastic evolution of the price level
(and, therefore, the inflation rate)" (McCallum,
1980, p. 724).

Many macroeconomic models imply that: the change in the unenmployment
rate (or ratio of actual to capacity output) depends upon lagged values of
the wemployment rate (or ratio of actual to capacity output), real shocks
and the forecast error between the current price level and the value which
the market anticipated on the basis of information at an earlier date, when
production and spending decisions were made. A necessary condition for
the validity of the NCE is the Muth Rational Expectations Hypothesis (MRE)
that the forecast error is a serially uncorrelated term with a zero
expectation. It follows that the mathematical expectation of the change
in the unemployment rate just depends upon lagged unemployment rates which

reflect frictions in the economy resulting from costs of adjustment.
Formally, equations (8) and (9) are the core of the New Classical
Economics. Equation (8) states that the unemployment rate at time t,
denoted by U(t), depends upon its lagged values U(t-j) and "innovation”
term v(t). It is convenient to measure the unemployment rate as a
deviation u(t) = U(t) - u, from its "equilibrium" value v, Then the
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crucial NCE equation is:

(8) u(t) = )- a, u(t-j) + v(t).
P J
j=1
Equation (9) states that the "inmovation" w(t) is statistically
independent of all past values of monetary and fiscal policies undertaken,
and has no structure. Let x(t-1) ‘denote a vector of monetary and fiscal

policies undertaken or in force at time t-1. According to the NCE:
9 E v [x(e-1)] = 05 E[v(t), v(e-1)] = 0.

The mathematical expectation of the "imnovation" of the wnemployment
rate is completely independent of the monetary and fiscal policies undertaken
at t-1 or earlier. Combine the mathematical expectation of (8) with (9)
and derive the Policy Ineffectiveness Proposition (10), which is the fulcrum
of the NCE.

(10) E,_, ult) = _Z

a, u(t-j).
P 3

1
It can be stated as proposition [NCE1l].

[NCEL1] On average, the unemployment rate deviation u(t), or
Okun Gap, is totally insensitive to demand management
policies. The only systematic factor determining the
evolution of the unemployment rate is its own
history. —_— = ’

) In 1961, the wnemployment rate U(t) was 6.7%. According to the NCE,
its evolution from 1961-69 was statistically independent of the expansionary
fiscal policy and accommodative monetary policy described by Okun. The same
trajectory of the unemployment rate is expected to occur whether or not
there is an activist policy. In no way was the "... activist strategy ...
the key that unlocked the door to sustained expansion in the 1960's."
Equation (10) of the NCE is the fundamental rejection of Keynesian economics.

Major policy issues during the period 1973-81 concern: (1) the strategies
which are efficacious in reducing the rate of inflation and the (2) social
costs, in terms of lost output and higher wnemployment rates, associated with

each strategy.
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An implication of equation (1Q) is NCE proposition [NCE2].

INCE2] There are no expected social -costs to any
feedback monetary or fiscal policy x(t-1) to
reduce the rate of inflation =(t).

The expected wnemployment rate Et-l u{t), or Okun Gap, just depends
upon its own history, and is independent of any monetary or fiscal policies
undertaken at time t-1, Therefore, an anticipated monetary or fiscal
policy x(t-1) affects the price level p(t) quickly and systematically
because, in the Quantity theory equaticn, x(t-1) has no systematic
effects upon either the level of output or velocity at time ¢t.

This view directly contradicts the Keynesian propositions
[K1] - [K5] above. The Keynesian view, described by equations (1), (4)
and (5) above, is that a decline in the nominal money stock M is
associated with a decline in the real money stock Mw in wage units.

Aggregate demand declines and real output is reduced. When Okun Gaps
have been produced, such that output is below capacity output, then
the rate of inflation of nominal ;.mit labor costs will be reduced. A
high price must be paid if traditional monetary and fiscal policies

are to be used to reduce the rate of inflation.

Tobin expressed the Keynesian view lucidly and cogently.

"Must we either hold the real performance of the
economy hostage to disinflation or accommodate
monetary demand to the "tnflation that history
happens to have bequeathed us? Our quandary today
is a vivid example of the general dilemma ...

Hew to a non-inflationary line of monetary demand
and rely on market forces to produce a compatible
and stabilization path of wages and prices? Or,
as Keynes was advocating in the 1920's and 1930's,
adoot the course of monetary demand to the wage-
price trend. The first, experience suggests, )
often gives poor performance in the real payoffs
of economic activity. The second leaves prices
unanchored, their path the cumulative history of
random shocks."

"The way out, the only way out, is incomes policy....
Use corporate, personal income, and payroll taxes

to reward and insure compliant employers and workers,
and possibly--as Wallich and Weintraub independently
proposed--to penalize violators" (1977, p. 467).
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Disagreement between the Keynesian and the New Classical Economics is
fundamental and complete. The profession is polarized between these two
points of view. There is no longer a macroeconomic consensus theory to
guide the Federal Reserve Board or Council of Economic Advisers in the

formulation of Economic policy.

I1I. Monetarism Between the Poles

What I define as the Monetarist position was considered heretical
during the period of the 1960's. Twenty years later, it is intermediate

between the poles of Keynesianism and the New Classical Economics.

Monetarism consists of a set of empirical propositions concerning
the effects of a given rate of monetary expansion, and of variations in
this rate, upon the rate of inflation and variance of the unemployment rate.
Whereas Keynesians generally attribute the variance of the unemployment
rate (or ratio of actual to capacity output) to systematic exogenous
movements in the marginal efficiency of capital, Monetarists place more
emphasis upon variations in the rate of monetary expansion generated by

the monetary authorities as an explanation of wnemployment rate variations.

The basic Monetarist proposition is that inflation is primarily a

monetary phenomenon.

[M1] Past rates of growth of the money stock are the only
systematic factors determining the rate of inflationm.
Contrary to the Keynesian view, Monetarists claim
that a restrictive fiscal policy without a reduction
in the rate of monetary expansion cannot reduce
the rate of inflation.

To have a significant impact upon the rate of inflation, a change in
tax rates or government exbenditures must be associated with a change in
the rate of monetary expansion. Milton Friedman explained this proposition

as follows.

"Whether deficits produce inflation depends on how

they are financed.... 1f, as so often happens,

they are financed by creating money, they unquestionably
do produce inflationary pressure.... If they are
financed by borrowing from the public, at whatever
interest rates are necessary, they may still exert

some minor inflationary pressure.... However, their
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major effect will be to make interest rates higher
than they would otherwise be" (1974, p. 140).

The reason why a money financed fiscal policy is so powerful, according
to Friedman, is that as long as the deficit continues and is financed by
creating money, the LM curve keeps shifting to the right. The continuous
shifting of the LM curve eventually dominates the once and for all shift
of the IS curve produced by a rise in government expenditures or decline in
tax rates (19.74, p. 141).

Monetarist proposition [M1] is summarized algebraically by equa-
tion (11). The rate of price inflation from year t-1 to year t 1is
denoted by 7(t), and the rate of monetary expansion from year t-1
to year t 1s denoted by u(t).

p(t-1) + e(t); ) a, =1,

1) (t) =a + ] a
0 i t=1

i=]
where ¢(t) 1s a random term with a zero expectation. The value of the
constant ao b 0 depends upon which definition of the money supply is used.

Figure 2 describes the historical relationship between the rate of inflation
and the rate of monetary expansion in the United States from 1957
through 1979.

All three schools of thought agree that there is no relation between
unemployment and inflation in the_steady state.- Contrary to the NCE,
Monetarists believe proposition [M2].

[M2] There is a tradeoff between the deceleration of
an inflation and a temporary rise in the
unemployment rate.

Proposition [M2] differs from both poles.

[M3] A rise in the rate of monetary expansion temporarily
reduces the unemployment rate and permanently raises
the inflation rate.

'For example, Karl Brunner (who coined the term "Monetarism")
rites (1970, p. 13):
"Monetary growth affects dominantly the price level.

Monetary accelerations or decelerations, on the
other hand, operate essentially on output and
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employment. It is, therefore, not possible to state

whether a 10% annual rate of increase in the money

stock is expansionary or not with respect to output.

Additional information is required. We must know

what happened to monetary growth previously."

"The impact of monetary accelerations (or decelera-

tions) on output and employment is essentially

temporary."

These three propositions can be summarized algebraically. Let u(t)

be the wunemployment rate, G(y(t)) be the growth rate of real output,
7(t) be the rate of inflation and u(t) be the rate of monetary expansion.

Propositions {M2] and [M3] are summarized by equations (12) - (14).

There is no relation between a constant rate of monetary growth
and eithér the wmemployment rate U(t) or the rate of growth of real
output G(y(t)). ’

12) Cov {U(t), 1] = Cov [G(y(t), u] =O.

Monetary accelerations or decelerations Au(t) exert effects upon

the wmemployment rate and rate of growth of output.1

(13) Cov [aU(t), Au(t)] <O
(14) Cov [G(y(t)), ap(t)] > 0.

A change in the rate of monetary expansion first produces changes in
the real variables, and later pro.d—l:ce; ‘changes in the rate of inflation.
Milton Friedman's description of this process differs fundamentally from
the process implied by the NCE, whereby anticipated monetary policy affects

nominal, but not real, variables. Friedman writes:

"If -he rate of monetary growth is reduced then about
six to nine months later, the rate of growth of nominal
income and also of physical output will decline.
However, the rate of price rise will be affected very
little. There will be downward pressure on prices
only as a gap emerges between actual and potential
output."”

1See Friedman and Schwartz (1963), Table 25, p. 594.
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"On average, the effect on prices comes about six to nine
months after the effect on income and output, so that
the total delay between a change in money growth and a
change in the rate of inflation averages something

like 12-18 months" (1970, p. 23).

Stagflation is not inconsistent with these Monetarist propositions.
Brunner perceived that:

"... the coexistence of permanent price inflation and
fluctuations in real variables ... results from the
interaction between the effects associated with high
average monetary growth and large monetary
accelerations or decelerations" (1970, p. 13).

Equation (11) states that the inflation r.;ate is a linear combination
of past rates of monetary expansion. A high inflation rate results from
high rates of monetary expansion in the past few years. Equations (13)
and (14) state that monetary decelerations 4Ap(t) <0 are associated with
rises in the unemployment rate. Monetarist propositions [M4] and {M5]
can be stated.

[M4] A deceleration’ of the rate of monetary expansion,

following several years of high rates of monetary
expansion, exerts its effects directly upon the
umemployment rate. However, the rate of Inflatiom

is kept high by the inertia of past rates of
monetary expansion.

[M5] Contrary to the NCE, there is a significant cost
in terms of umemployment and lost output to
reducing the rate of inflation.

Monetarist propositions {M1] - [M5] are intermediate between the
polarized Keynesian and NCE positions.

Iv. Issues to be Resolved in this Book

Keynesians, Monetarists and New Classical Economists agree that the
steady-state of inflation is closely related to the growth of the money
supply, and that monetary policy cannot affect the equilibrium rate of
unemployment or rate of growth of output. Disagreement concerns:

(1) the macrodynamics of wnemployment, inflation and rate of growth of
output between steady states, and (1i) the effects of fiscal policy upon

the characteristics of the steady state. The following issues are
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controversial.

What are the short-run adjustments of the inflation rate and
unemployment rate (or growth of output) to changes in monetary and fiscal
policy? How is the current inflation rate related to the umemployment
rate? What unemployment rates are consistent with decelerating an
inflation? What are the social costs of reducing the rate of inflation?
Are gradualist policies preferable to 'bang-bang" policies? What are
the characteristics of the continuous transition between the short-run
situation and the long-run equilibrium, where the stocks of capital and
financial assets are endogenous variables? To what extent are the IS-LM
impact effects of fiscal and monetary policy, on the level of output,
the real rate of interest and the price level, amplified or reversed by

endogenous changes in the stocks of capital and financial assets?

My strategy is to develop a general macrodynamic model which can
imply any one of the three schools of thought, depending upon the
parameter specification. My model! is broader than those used by the
three schools of thought, since prices, quantities, the stocks of
capital and of financial assets are endogenous. It is asked: to what
extent do the schools of thought postulate different transmission
mechanisms? Are their differences qualitative (e.g., is one based upon
rational behavior and another based upon ad hoc equations?), or do they

simply postulate different numerical values of coefficient in the same
equation? I show that each school of thought is a special case of a

general model, and that the disagréemént among the Keynesians, New Classical
Economics and Monetarist viewpoints can be resolved by testing altermative

statistical hypotheses concerning parameter specifications.

Chapter Two specifies the behavioral equations of the general
dynamic model of a growing economy with a variable unemployment rate,
inflation rate, stock of capital and stocks of financial assets.
This formalistic chapter provides the structure for the subsequent

economic analysis.

In Chapter Three, it is shown that the three schools of thought

are special cases of the general model. By specifying the values of

1The model is a development and synthesis of Infante and Stein (1980),
Stein (1974), and Stein (1971).
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particular parameters, the propositions of each school of thought are
derived.

Hypothesis testing is the main subject of Chapter Four, which
discusses four issues. First, the statistical hypotheses concerning the
unemployment rate or ratio of actual to capacity output are tested.

The NCE hypotheses are rejected and the Monetarist hypotheses are

accepted. Second, the Keynesian and Monetarist statistical hypotheses
concerning the rate of inflation are tested against each other. The
Keynesian hypotheses are rejected and the Monetarist hypotheses are accepted.-
Third, the predictive performance of the Monetarist equations are examined
for the U.S., the world as a whole and for a set of twelve major countries.
Fourth, there is a quantitative analysis of demand management policies.

It is shown that stagflation is produced by a demand management policy which
strives to solve the immediate problem of either unemployment or inflationm.

A comparison is made of the effects of gradualist and "bang-bang" policies

~

to reduce inflation.

Chapter Five is concerned with the continuous dynamic growth path of
the economy to the long-run steady state. Major attention is devoted to
the study of the short- and long-rum effects of money financed fiscal
policy. It is shown that government budget balance is not a condition
for equilibrium. A rise in govemmént purchﬁses per capita exerts a
positive impact upon output per capita. Steady-state output per capita and
.the capital intensity, however, decline. There is a rise in both the
inflation tax on real balances and in C!!e steady-state rate of inflation.
Indeed, there is a long-run social cost involved in using fiscal policy
to accelerate the return to full emplo‘ymenc. '

Chapter Six concludes the contribution of this book to the state

of macroeconomics. \
\,
\

"My liege, here is the strangest controversy,
Come from the country to be judged by you
That e'er I heard. Shall I produce the men?"

O



